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THE ROLE OF THE BOARD OF DIRECTORS IN 
ENRON’S COLLAPSE 


TUESDAY, MAY 7, 2002 

U.S. Senate, 

Permanent Subcommittee on Investigations, 

OF THE Committee on Governmental Affairs, 

Washington, DC. 

The Subcommittee met, pursuant to notice, at 9:37 a.m., in room 
SH-216, Hart Senate Office Building, Hon. Carl Levin, Chairman 
of the Subcommittee, presiding. 

Present: Senators Levin, Lieberman, Durbin, Carper, Collins, 
Running, and Fitzgerald. 

Staff Present: Elise J. Bean, Acting Staff Director and Chief 
Counsel; Linda J. Gustitus, Chief of Staff for Senator Levin; Mary 
D. Robertson, Chief Clerk; Stephanie E. Segal, Professional Staff 
Member; Ross Kirschner, Deputy Investigator; Jamie Duckman, 
Majority Accountant; Kim Corthell, Republican Staff Director; Alec 
Roger, Counsel to the Minority; Claire Barnard, Investigator to the 
Minority; Jim Pittrizzi, Detailee/General Accounting Office; Joyce 
Rechtschaffen, Staff Director and Counsel, Governmental Affairs 
Committee; Marianne Upton (Senator Durbin); Joe Bryan (Senator 
Levin); Bill Weber (Senator Durbin); Cindy Lesser (Senator 
Lieberman); Kathleen Long (Senator Levin); Holly Schmitt (Sen- 
ator Running); Anne Fisher (Senator Cochran); Bob Klepp and 
Trent Kittleman (Senator Thompson). 

OPENING STATEMENT OF SENATOR LEVIN 

Senator Levin. Good morning, everybody. The Subcommittee will 
come to order. 

On December 2, 2001, the seventh largest corporation in America 
collapsed. Its stock, having plummeted from $80 a share to prac- 
tically nothing in less than 10 months, the reins of what was once 
a high-flying company of $100 billion in gross revenues and 20,000 
employees were handed over to a Federal bankruptcy judge. That 
collapse has rolled like a tidal wave across the corporate board- 
rooms of America, across Wall Street, and across the entire invest- 
ing community, which now includes over half of U.S. households. 

With this tidal wave, we are all asking two questions: What hap- 
pened at Enron, and could it happen again? Today, we hope to help 
answer the first question in order to ensure that the answer to the 
second question will become “no.” 

One of the key players responsible for overseeing the operations 
of our publicly held corporations is the Board of Directors. Direc- 
tors are charged by law to be the fiduciaries, the trustees who pro- 

( 1 ) 
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tect the interests of the corporate shareholders. In that capacity, 
they are supposed to exercise their best business judgment on be- 
half of those shareholders. They are supposed to be independent. 
And while they are not expected to be detectives, they are expected 
to ask tough questions of management, to probe opaque answers, 
and to display sufficient skill and fortitude to say no to trans- 
actions that do not look right. 

Along with management and the auditors, the Board shares the 
responsibility to provide to the company’s shareholders a financial 
statement that is a fair representation of the financial position of 
the company. As the Second Circuit Court of Appeals held in a 
widely quoted opinion, technical compliance with Generally Accept- 
ed Accounting Principles may be evidence of acting in good faith, 
but it is not necessarily conclusive: The “critical test,” the court 
said, is “whether the financial statements as a whole fairly present 
the financial position” of a company. Enron’s financial statements 
did not, and the Board’s role in that failure is before us. 

Today, we have five key members from the Enron Board of Direc- 
tors to tell us what they knew about the financial condition of 
Enron, when they knew it, and what they did about it. In other 
words, what role did the Board play in these events? 

The Subcommittee issued over 50 subpoenas for documents to 
Enron, Arthur Andersen, members of the Enron Board, and officers 
of Enron. Staff has reviewed about 300 boxes of documents to date, 
and conducted interviews with 13 current and past Board mem- 
bers. Each Board member complied with the document subpoenas 
and willingly appeared for interviews. We appreciate their coopera- 
tion and their voluntary appearance today. 

We have found that when you pare down the hundreds of incred- 
ibly complex financial transactions that were the hallmark of 
Enron, you realize that many were nothing more than smoke-and- 
mirrors bookkeeping tricks, designed to artificially inflate earnings 
rather than achieve economic objectives, to hide losses rather than 
disclose business failures to the public, to deceive more than in- 
form. 

The decisions to engage in these accounting gimmicks and decep- 
tive transactions were fueled by the very human but unadmirable 
emotions of greed and arrogance. Putting a growth gloss on the bal- 
ance sheet pumped up the stock price, and the rise in stock price, 
regardless of the underlying true value of the company, was, for 
many, the measure in the 1990’s for judging corporate success. The 
Board that was supposed to be the check on the greed and the arro- 
gance, in fact, was not. Here is how it happened. 

Enron was in transition from an old-line energy company, with 
pipelines and power plants, to a high-tech global enterprise en- 
gaged in energy trading and international investment. It experi- 
enced large fluctuations from quarter to quarter in its earnings. 
Those large fluctuations affected the credit rating Enron received, 
and the credit rating affected Enron’s ability to obtain low-cost fi- 
nancing, attract investment, and increase its stock price. 

In order to smooth out its earnings and avoid the natural dips, 
Enron engaged in a variety of complicated transactions that relied 
on structured finance, derivatives, and other arrangements that, 
while legal if done right, are nonetheless designed to massage a 
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company’s financial statement to make its financial condition look 
better than it really is. 

While it is not uncommon for a company to use these devices, 
they are also used somewhat sparingly. Enron, however, made 
them a high art form and used them aggressively, and in some 
cases, improperly. When used extensively and when they become 
dominant, when they involve billions of dollars, $27 billion in as- 
sets at Enron’s peak, the real impact of these complex transactions 
on a financial statement is to cover up reality with a glitzy coat of 
paint. The financial statement becomes a fiction, and that is what 
happened at Enron. 

Step by step, Enron shifted a larger percentage of its assets into 
these structured finance arrangements, not for any real business 
purpose, but in order to make Enron look more profitable than it 
really was. Funds flow and the appearance of funds flow became 
the Enron mantra in order to keep Enron’s credit rating up and its 
stock price climbing, and the Board of Directors went along with 
it. 

In many actions starting in 1997, when the Board first approved 
Whitewing, through the summer of 2001, just before things fell 
apart publicly, the Board of Directors went along with manage- 
ment’s wishes. The Board relinquished its role of questioner and 
adopted the role of facilitator. It succumbed to the Enron ether of 
invincibility, superiority, and gamesmanship in manipulating 
Enron’s financial statement to keep the Enron stock price soaring. 
This is a company, we are told, that had televisions in its elevators 
in order for employees to monitor Enron’s stock price at all times. 

The financial transactions that the Board approved were used to 
make debt look like equity, to make loans look like sales, to make 
poorly performing assets look like money makers, and to make 
Enron-controlled entities look like legitimate third parties. By the 
time of the collapse, Enron held almost 50 percent of its assets off 
its books, and what started as a useful tool to address specific busi- 
ness problems had become a way of life. 

As long as Enron’s stock was rising, these elaborate financial 
structures did what they were designed to do, make Enron’s finan- 
cial condition look better than it was. But once Enron stock started 
falling, these financial structures collapsed on themselves like a 
house of cards, revealing at the end that there was no “there” 
there. These transactions involved a number of deceptions that 
pushed the limit of accepted accounting practices and, at times, ex- 
ceeded them. And parenthetically, if it turns out that Generally Ac- 
cepted Accounting Principles allow such deceptions, then those ac- 
counting principles need to be changed. 

One type of deception that Enron used was to report on the com- 
pany’s financial statements the sale of an asset despite an under- 
standing that Enron would buy it back after the financial state- 
ment was filed, or despite a hidden guarantee that the entity buy- 
ing the asset would receive a certain rate of return. Five of the 
seven assets sold this way to the LJM partnership at the end of 
the last two quarters of 1999 were bought back by Enron, some- 
times within 6 months’ time. But those guarantees did not show on 
Enron’s books as a liability. Only the sales showed as funds flow. 
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Another type of deception made what was essentially a loan look 
like a sale, so the company’s financial statement reflected the 
transaction as income or cash flow instead of debt. 

A third type of deception inflated the value of the assets that 
Enron held for sale. For example, Enron would buy a power plant 
on day one for $30 million, and within a month or so would begin 
carrying it on Enron’s books as an asset worth $45 million. Two 
weeks ago, Enron filed a statement with the SEC declaring that it 
is going to write down its assets by another $14 to $24 billion, a 
staggering sum, due to overvaluations on the books and “account- 
ing errors or irregularities.” 

Another type of deception, the Raptors, used Enron stock to 
backstop a risk that the LJM partnership and its investors were 
supposed to be assuming for Enron, and the risk retained by Enron 
was not disclosed on the company’s financial statements in a mean- 
ingful way. 

As these structured financial transactions grew in number, size, 
and frequency, and as 50 percent of Enron’s assets were moved off 
Enron’s books, no one on the Enron Board said that their fiduciary 
duty required them to blow the whistle and prevent a deceptive 
picture of Enron’s financial situation from being presented to the 
public. 

During the 13 interviews, the Board members told us that they 
had not been aware of the depth of Enron’s problems or the extent 
of these structured transactions and accounting gimmicks, and 
most said they had no inkling that Enron was in troubled waters 
until mid-October 2001. But look at this chart that the Sub- 
committee staff has put together, ^ identifying numerous red flags 
presented to the Board of Directors from February 1999 on, that 
signaled the risks Enron was taking, and that should have alerted 
the Board to probe and then to change course. 

The staff has identified well over a dozen of these red flags, but 
I am just going to highlight a few. In February 1999, the Board’s 
Audit Committee was told by Arthur Andersen directly that 
Enron’s accounting practices were high risk and pushed limits. 

In June 1999, the Board approved at a special meeting and with- 
out prior Finance Committee consideration the creation of the LJM 
partnership, and waived the conflict of interest provision of the 
Enron code of conduct. The Enron Chief Financial Officer, Andy 
Fastow, served as the managing partner of LJM, something no 
Board member had ever approved or heard of prior to this. The 
Board was to approve a code of conduct waiver for Fastow three 
times over the next 16 months. 

In September 1999, the Board approved moving off the Enron 
balance sheet a $1.5 billion joint venture called Whitewing, which 
was established by the Board in December 1997 to get a loan that 
looked like equity, and then used from 1999 on to purchase assets 
that Enron wanted to move off its books. 

In May 2000, the Board approved the first Raptor transaction, a 
vehicle designed to hedge Enron investments by using Enron stock 
to backstop the hedge, which amounted to Enron hedging with 
itself 


^ See Exhibit No. 1 which appears in the Appendix on page 203. 
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By October 2000, the Board knew that Enron had $27 billion in 
assets, almost half of its assets, off its balance sheet. 

In April 2001, the Enron Board knew that 64 percent of Enron’s 
assets were troubled or not performing and that 45 million shares 
of Enron stock were at risk in Raptors and Whitewing. 

Starting with the creation of Whitewing in 1997 and with its 
deconsolidation in 1999, the Board started to wade into dangerous 
waters. With the establishment of the LJM partnership and the 
waiver of the code of conduct, they were up to their necks, and with 
the Board’s approval of the Raptors, the Board was swimming way 
over their heads. In the end, Enron drowned in its own debt. As 
the chart shows, the Board had ample knowledge of the dangerous 
waters in which Enron was swimming and it did not do anything 
about it. 

The Board told the Subcommittee staff that because each of 
Enron’s transactions was approved by Enron management, whom 
they saw as some of the most creative and talented people in the 
business, and because the transactions had been approved by Ar- 
thur Andersen, a top auditing firm, and by Enron’s lawyers and 
private law firms like Vinson and Elkins, by the credit rating agen- 
cies, or by investment bankers who had a significant stake in a lot 
of these transactions, the Board assumed that the transactions 
were OK. Now, I can see why you might rely on a company auditor 
or an outside attorney, but the Board must exercise independent 
jud^ent. The Board is not supposed to be a rubber stamp for 
auditors or attorneys. 

Also, the people that the Board relied on were conflicted in their 
roles involving Enron, and the Board knew it. First, the Board 
knew that Enron’s management handed out bonuses like candy at 
Halloween. Employees were given huge bonuses for closing deals, 
and many of these deals proved damaging to Enron. For instance, 
two executives closed a deal on a power project in India, which is 
now a financial disaster, and got bonuses in the range of $50 mil- 
lion. The head of one Enron division who was moved out of the 
company walked away with more than $250 million in the year 
that he was shown the door. The temptation to self-enrichment at 
Enron was overwhelming. 

Arthur Andersen was conflicted, because it served Enron as both 
an auditor and a consultant, and, for 2 years, it also served as 
Enron’s internal auditor, essentially auditing its own work. Enron 
was Andersen’s largest client, and in 2000, Andersen earned over 
$50 million in fees from the company. Employees of Andersen rou- 
tinely crossed over to work for Enron, and an Andersen employee 
who actually questioned Enron practices while serving on the audit 
team was promptly reassigned to another client at Enron’s urging. 

Relying on outsiders, conflicted or not, does not relieve the Board 
from the ultimate responsibility to make sure that at the end of the 
day, Enron was operating properly and Enron’s financial statement 
was a fair representation of Enron’s financial condition. The Board 
failed in that responsibility. 

The structured debt and guarantees overwhelmed Enron’s ability 
to pay, and that meant bankruptcy for the corporation, huge pen- 
sion losses for employees, investment losses for stockholders, and 
business losses for hundreds of small companies that did business 
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with Enron, while the officers of the corporation walked away with 
fortunes. 

Today, we are going to go over the decisions that the Board made 
on a number of these transactions, as well as the decisions that 
they made with respect to compensation. We will also look at the 
interlocking financial relationships that some members of the 
Board had with Enron. 

Following the Board, we will hear in a second panel from several 
experts in the field of corporate governance, and I expect that we 
will be taking a break for lunch sometime around 12 or 12:30. 

Senator Collins. 

OPENING STATEMENT OF SENATOR COLLINS 

Senator Collins. Thank you, Mr. Chairman. Today is the first 
in a series of hearings to be held by the Permanent Subcommittee 
on Investigations into the events that led to the bankruptcy of the 
Enron Corporation. As a result of the company’s downward spiral 
and ultimate bankruptcy, shareholders, both large and small, indi- 
vidual and institutional, lost an estimated $60 billion. This in- 
cludes more than 15,000 Enron employees and retirees who had a 
significant proportion of their pension funds invested in the com- 
pany’s stock. They lost an astounding $1.3 billion. The collapse of 
Enron caused thousands of Americans to lose their jobs, to lose sav- 
ings, and to lose confidence in corporate America. 

Unraveling the complexities of what happened, determining who 
is responsible, and prosecuting those individuals will take the De- 
partment of Justice, the Labor Department, and the Securities and 
Exchange Commission many months and possibly years. The Sub- 
committee’s job is not to duplicate those efforts, but rather to ex- 
amine the actions taken by all of the players who contributed to 
Enron’s demise in order to illuminate the public policy issues. By 
doing so, the Subcommittee can help focus the debate in Congress, 
in State legislatures, and in corporate board rooms across the Na- 
tion on what measures should be taken and by whom to minimize 
the chances of another Enron-like debacle. 

In this first hearing, the Subcommittee will examine the role 
played by Enron’s Board of Directors in the company’s bankruptcy. 
I want to acknowledge the Board’s full cooperation with this inves- 
tigation. I also want to take a moment to praise Senator Levin and 
the dedicated both Majority and Minority Subcommittee staff who 
have been tireless in their efforts to unravel a very tangled web of 
conflicts of interest, unusual transactions, and lax oversight. 

Corporate boards play an essential role in the American econ- 
omy. They are the single most important guardians of a company’s 
shareholders, and as such, they have a fiduciary duty to promote 
the interests of the corporation, to act in good faith, and to exercise 
their best judgment. 

When Korn/Ferry, a major corporate recruiter, polled corporate 
directors in 2001 to determine the outstanding capabilities of board 
members, it identified one single trait that stood significantly 
above all the others. That trait is a willingness to challenge man- 
agement decisions when necessary. 

There is no question that directors generally should be able to 
rely on the representation of management and independent ex- 
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perts. But directors have an obligation to do more than simply ac- 
cept what they are told, occasionally ask whether there are any 
problems, and inquire whether the accountants agree on the pro- 
priety of actions presented for their approval. Prudent directors re- 
tain their objectivity and to some degree, a healthy skepticism. 
They must be willing to ask the tough questions of management, 
recognize those situations where independent expert advice should 
be sought, and exercise heightened diligence when a company is 
pursuing unfamiliar or new territory. 

Enron was a company that prided itself on its innovation. CEO 
Jeffrey Skilling often boasted of Enron’s pioneering efforts as it 
transformed itself from a traditional energy company to a global 
enterprise creating new markets and businesses. In contrast, it ap- 
pears that the Board of Directors continued to perform its duties 
as if Enron were still an old-line, conservative energy company, at 
a time when it appears they should have been far more probing, 
given Enron’s metamorphosis into an energy trading company. 

Serving as a director for a corporation as complicated as Enron 
obviously is not an easy task. Enron was one of America’s largest 
corporations. It had thousands of partnerships, joint ventures, and 
other special purpose entities, many of which were engaging in 
transactions that can only, and barely even then, be followed with 
the aid of complex diagrams. In fact, the Board members inter- 
viewed by the staff appear to have been unaware that Enron has 
some 3,000 related entities, including 600 using the same post of- 
fice box in the Cayman Islands. I would argue that should have 
been another red flag. 

The complexity of the responsibility is precisely why Enron’s Di- 
rectors were paid hundreds of thousands of dollars per year in 
cash, stock, and options. While the exact amount of compensation 
can be difficult to determine, depending on how one calculates the 
value of stock options, there is no question that Enron’s Board 
members were among the most highly compensated in the world. 

Today, we will ask five Enron Directors what they did to protect 
shareholders and why they believe that they failed in doing so. We 
will also hear an evaluation of their efforts from some of the lead- 
ing experts on corporate governance. I am particularly interested 
to learn more about the Board’s response to the large stock sales 
engaged in by Enron’s management, its reaction to the departure 
of a CEO who left after only 6 months on the job, and its decision 
to approve a waiver of Enron’s code of conduct to allow the Chief 
Financial Officer to engage in business deals with the company. 

This latter decision is the Board action that I find among the 
most inexplicable. During the investigation, the Subcommittee 
spoke with many experts on corporate governance, and not a single 
one had ever heard of a public company ratifying a similar pro- 
posal. 

I want to understand also the Board’s view of what now appears 
to be the obvious conflicts of interest that contributed to Enron’s 
collapse and to explore whether the Board, and its Audit Com- 
mittee in particular, believed that they acted prudently in moni- 
toring the outside auditor, Andersen. Actually, Andersen, as we 
know, was more than the outside auditor, which is another issue 
in and of itself. The Board, with Andersen’s endorsement, approved 
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many of the transactions described by Senator Levin that enabled 
the company to paint a false picture of its financial health and 
Enron employees to enrich themselves at the expense of the cor- 
poration, its shareholders, and ultimately its creditors. 

We are still working to unravel the complexities of these trans- 
actions, which has proven to be a monumental task. It is troubling 
to me that in staff interviews. Board members have provided little 
insight into major transactions. For example, not one Board mem- 
ber could explain or recall a $2.2 billion Board resolution that ap- 
proved the issuance of preferred Enron stock to an outside investor. 
Now, I certainly do not expect the Board members to have perfect 
recall of every deal that they approved, but I would hope that 
transactions that rise to the threshold of multiple billions of dollars 
would be memorable to at least someone on the Board. 

In addition, we will discuss some of the alleged conflicts of inter- 
est created by some of the Board members’ other relationships with 
Enron. Was the Board’s vigilance dulled by large consulting fees, 
corporate contributions to their favorite charities, and other busi- 
ness relationships? Every corporate governance expert with whom 
we spoke was critical, for example, of any Board member having 
a consultant contract with Enron. At a minimum, such relation- 
ships do not foster the appearance of propriety and financial inde- 
pendence of Board members. 

Mr. Chairman, the Enron case is uncannily similar to another 
business failure that occurred some 70 years ago. In the early 
1930’s, an electric holding company called Middle West Utilities 
collapsed under the weight of stock fraud and cooked books. Middle 
West was comprised of so many interlocking boards that it took the 
Federal Trade Commission 7 years to fully comprehend its struc- 
ture, which involved 284 affiliates. Underneath its incredibly com- 
plex structure lay an immense amount of debt taken on as it ex- 
panded in the 1920’s. Ironically, Middle West’s auditor was a rel- 
atively new firm named Arthur Andersen. 

There is, however, one significant difference between Middle 
West’s and Enron’s executives. The Middle West CEO’s consider- 
able fortune of around $150 million was tied up in Middle West 
holdings and disappeared with the company. In contrast, many of 
Enron’s managers were making tens and, at least in one case, hun- 
dreds of millions of dollars by dumping their Enron stock before 
the corporation’s collapse. 

Although imperfect, it is important to remember that today, our 
systems of accounting and financial regulation are the best in the 
world. That makes the Enron case all the more troubling, because 
it simply should not have happened. It represents a colossal failure 
of virtually every mechanism that is supposed to provide the 
checks and balances on which the integrity of our capital markets 
depend. And in that system, the Board of Directors is supposed to 
provide the first line of defense by overseeing the conduct of man- 
agement. 

There are already encouraging signs that many directors in the 
wake of Enron’s collapse are taking their roles much more seri- 
ously. As we seek answers in the Enron case, we should be careful 
not to act precipitously without understanding the true nature and 
extent of the problems underlying the corporation’s bankruptcy. 
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The testimony we will hear this morning about the role of the 
Board of Directors should provide some answers. It should also 
yield valuable lessons for strengthening our free enterprise system, 
restoring public confidence in our capital markets, and ensuring 
that small investors, in particular, have access to complete and ac- 
curate information to guide their investment decisions. 

Senator Levin. Thank you very much. Senator Collins. 

The Chairman of our full Committee, Senator Lieberman. 

OPENING STATEMENT OF SENATOR LIEBERMAN 

Senator Lieberman. Thank you. Senator Levin. Thanks to you 
and Senator Collins and your staff of the Permanent Subcommittee 
on Investigations for holding this important hearing, which really 
does initiate the next phase of the Senate Governmental Affairs 
Committee’s investigation of the scandalous collapse of the Enron 
corporation. 

Over the past 6 months, we have all heard many reports about 
who failed Enron’s shareholders and employees leading up to the 
company’s fall. Obviously, the company’s management has been 
cited, Arthur Andersen, government watchdogs, stock analysts, and 
even rating agencies. There were bad decisions, breakdowns, and 
some betrayals at several points and links in the oversight chain. 
Today, we focus on another group that must accept some of the 
blame for failing to uncover the crookedness in the company’s be- 
havior and books, and that is the Board of Directors. 

Textbooks tell students that the board of directors is a group of 
people elected by the shareholders to watch over the management 
of a corporation on behalf of the shareholders. Board members are, 
in that sense, like trustees or guardians for the shareholders and, 
in a larger sense, for the integrity and reliability of our economic 
system. 

In fact, because of their essential role, directors by law owe spe- 
cial duties to the corporation and particularly to its shareholders, 
duties of loyalty and care. Loyalty, meaning freedom from conflicts 
of interest — in other words, serving shareholders and only share- 
holders with independence and undivided attention. Care, meaning 
doing their work responsibly, thoroughly, and in good faith. 

By all appearances, unfortunately, Enron’s Board of Directors 
failed their shareholders on both counts. 

First, about the Directors’ loyalty to their shareholders, even 
though a majority of Enron’s Board was made up of outside direc- 
tors, meaning directors not in Enron’s management, a stunning 10 
of the 15 most recent outside Directors had conflicts of interest, in- 
cluding contracts with Enron, common ties or contributions to char- 
ities, and memberships on the board of other companies doing busi- 
ness with Enron. 

For example, charities close to some of the Directors were sup- 
ported heavily by Enron and its officers. Two Directors earned 
more than $6.5 million in consulting fees from Enron since 1991. 
One Director served on the board of a company that in 1999 signed 
a $1 billion energy management agreement with an Enron affiliate. 

Arrangements like these can divide or even redirect a director’s 
loyalties to the hand that feeds them, management, and away from 
their single-minded responsibility to the shareholders. Consulting 
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contracts or large donations to favored charities, just as a matter 
of human nature, can whittle away the objectivity directors must 
bring to every decision they make and leave shareholders without 
the protectors that they need. 

Second, regarding the Directors’ duty to take care and be diligent 
in overseeing the management of the company, my colleagues have 
spoken to this, and the fact is, unfortunately, that the more we 
look, the more evidence we find of inadequate oversight. In 1999, 
as has been said, the Board went so far as to suspend Enron’s Code 
of Ethics on two separate occasions to allow the company’s Chief 
Financial Officer, Andrew Fastow, to run partnerships that would 
enter into deals with Enron. That, to me, was extraordinary, and 
extraordinarily irresponsible. Rather than raising a red flag, the 
Board gave a green light to Mr. Fastow to, as Sherron Watkins put 
it in her testimony before the Senate Commerce Committee, “put 
his hands in the Enron candy jar.” 

As the shareholders’ elected representatives, it seems to me that 
the board of directors has an affirmative obligation to ask questions 
and get answers, and these Directors were and are qualified indi- 
viduals, very qualified, with a professional understanding of indus- 
try. They had impressive credentials — former Chairman of the Ex- 
ecutive Committee of Gulf and Western Industries, former Chair- 
man of the U.S. Commodity Futures Trading Commission, former 
Secretary of State for Energy of the United Kingdom, professor of 
accounting and former Dean of the Stanford Business School. 

The question is, why all that experience and so much more ac- 
complished so little for the shareholders of Enron in the end. 

To me, the Directors’ lack of due diligence is even more troubling 
in light of the fact that some of them profited so much from their 
positions as Board members. In stock sales alone over the years 
studied by our staff, some made hundreds of thousands of dollars 
and a few made more than $1 million. In that sense, I am sad to 
say that the Board of Directors did not just fiddle while Enron 
burned, some of them toasted marshmallows over the flames, even 
as those flames shook our economy and engulfed the dreams of 
thousands of dedicated Enron employees who lost not only their 
jobs, but their retirement security. 

The failures of Enron’s Board of Directors are a warning that we 
must heed, particularly because of the more than 100 million 
Americans who are now, in one way or another, stock investors, 
owners of stock, particularly those millions of middle-class Ameri- 
cans who entered the market over the last 20 years. They are shak- 
en and they are asking, if the distinguished Board of Enron failed 
in this case, as they did, to represent the shareholders adequately, 
how many other boards of how many other American corporations 
might be similarly negligent? 

After all, investment capital is the lifeblood of our free market 
economy. So the belief that directors are failing their shareholders 
is a threat to the health of our economic system. We cannot let it 
grow or go untreated. We all must work together now to restore in- 
vestors’ confidence, and quickly. 

There are many proposals of potential reforms that have been 
made to strengthen directors’ accountability. I believe we should 
give the SEC new powers to remove negligent directors from their 
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boards and prohibit them from future service on the boards of any 
other public companies. I am also very interested in proposals that 
have been made to ban or limit company stock sales by directors 
for the duration of their terms on the boards and to impose manda- 
tory term limits on directors. 

I strongly support the call to the stock exchanges to adopt listing 
requirements that would obligate companies to limit the number of 
insiders who can serve on boards, to restrict directors from serving 
on more than a given number of boards, and to prohibit behavior 
such as that we have all described this morning by Enron’s Direc- 
tors, some Enron Directors, that amounts to conflicts of interest. 

As usual, self-regulation by the companies and by the stock ex- 
changes would, in my opinion, be the most direct and effective path 
to reform. But if there is inadequate self-regulation, there is no 
question that some government action will be necessary to prevent 
the most egregious abuses of responsibility by boards of directors. 

Mr. Chairman, about 100 years ago, the famous satirist Ambrose 
Bierce defined a corporation as, “an ingenious device for obtaining 
individual profit without individual responsibility.” Let us work to- 
gether now to make sure that cynical joke does not become a 
prophecy. Let us make sure that directors are accountable and vigi- 
lant, that they act as the shareholders’ first line of defense against 
corporate negligence, mismanagement, or corruption, and that they 
give investors the confidence our economy needs to grow as 
robustly as we all want it to. Thank you very much. 

Senator Levin. Thank you very much. Senator Lieberman. Sen- 
ator Durbin. 

OPENING STATEMENT OF SENATOR DURBIN 

Senator Durbin. Thank you, Mr. Chairman. I will be very brief 
and I thank you for this hearing. 

I think it is fair to say that the Enron experience has shaken cor- 
porate America to the core. I think it has shaken America to the 
core because of the victims. Those victims are scarcely represented 
at these Congressional hearings, not only employees that have lost 
their jobs at Enron and related companies, but the investors, the 
pensioners, all of those victims will only have the comfort of read- 
ing these transcripts or watching C-SPAN. That is as close as it 
gets. 

The theory behind corporate governance is that the board of di- 
rectors is supposed to be defending them, too. But as we look at 
the report from the Powers Committee and others, it is not very 
encouraging in terms of the role of the Board of Directors at Enron. 
In fact, the Powers Report says point-blank, “The Board of Direc- 
tors failed, in our judgment, in its oversight duties.” That is a stun- 
ning condemnation. 

Enron has called into question corporate governance and cor- 
porate honesty. It appears now when you look at the salaries being 
paid to some of the people who were clearly deceiving everyone in 
sight, they were being treated like corporate royalty in a Nation 
which long ago decided that royalty was not going to be part of our 
future. 

I am going to be asking these Board members, some of whom I 
know and have worked with and respect very much, whether they 
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were misled, whether or not as directors of a corporation of this 
size and importance they had the tools or gave the time that was 
necessary to do their joh right. 

I am always fascinated by how many people express an interest 
in how many boards of directors they serve on, and I just wonder 
if that is a real service, a real dedication, and a real commitment, 
or just another notch on your gun, another line on your resume, 
whether or not members of boards of directors of important compa- 
nies really take that job as seriously as they should if this system 
is to work. 

I think that as we look at the challenge we have before us, that 
this hearing of this Subcommittee will lead us to ask some hard 
questions, lead us to, I hope, pass some important legislation, be- 
cause if all of these hearings on Capitol Hill are just about face 
time on the nightly news, we have failed those employees and those 
pensioners and the people that count on this government to enact 
laws to protect them. Thank you, Mr. Chairman. 

Senator Levin. Thank you very much. Senator Durbin. Senator 
Bunning. 

OPENING STATEMENT OF SENATOR BUNNING 

Senator Bunning. Thank you, Mr. Chairman. Enron’s collapse 
has not only affected its shareholders and employees, but it will 
continue to have tremendous ramifications on the markets, specific 
sectors of the economy, and in the way stock analysis, credit rating 
agencies, and accounting firms do business. The status quo in 
many of these industries is no longer acceptable, and I suspect 
Congress and Federal agencies will be making several reforms over 
the next couple of months and years to prevent another company 
from slipping through the cracks. Congress will never be able to 
prevent another Enron from happening, but we can make it more 
difficult. 

Today, we will be looking at the role Enron’s Board of Directors 
played in the company’s collapse. As has been said before, the Pow- 
ers Report that was published in February is fairly critical about 
some actions taken by Enron’s Board of Directors, while also ac- 
knowledging that critical information was withheld. I hope this 
Subcommittee can get answers today to some important questions 
about decisions the Directors made and their relationships with the 
company’s management and outside contractors. 

What is striking about the Enron collapse is that so many people, 
both inside and outside the company, failed to ask the questions 
that needed to be asked. Enron’s failure did not occur because one 
person dropped the ball. Instead, it was an across-the-board failure 
of many individuals. In hindsight, I am sure that many of them 
wish that they had done more. 

Thank you for coming today. I appreciate the time you have 
taken, and I am looking forward to hearing from you today on the 
Enron collapse. Thank you. 

Senator Levin. Thank you. Senator Bunning. 

We will now introduce our first panel of witnesses this morning 
who are either current or former members of the Board of Directors 
of Enron Corporation. These are the five men that we have at our 
witness table. 
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John Duncan, the former Executive Committee Chair for Enron 
Corporation; Dr. Herbert Winokur, Enron Corporation’s Finance 
Committee Chair; Robert Jaedicke, former Audit and Compliance 
Committee Chair for Enron; Dr. Charles LeMaistre, former Com- 
pensation Committee Chair; and finally, Norman Blake, who is the 
Interim Chairman of the current Board of Directors and a former 
member of the Compensation and Finance Committees. 

Pursuant to Rule VI of this Subcommittee, all witnesses who tes- 
tify before the Subcommittee are required to be sworn. I now would 
ask our witnesses to please stand and raise your right hand. 

Do you solemnly swear that the testimony that you will give be- 
fore this Subcommittee will be the truth, the whole truth, and 
nothing but the truth, so help you, God? 

Mr. Duncan. I do. 

Mr. Winokur. I do. 

Mr. Jaedicke. I do. 

Dr. LeMaistre. I do. 

Mr. Blake. I do. 

Senator Levin. We are going to use a timing system today. About 
a minute before the red light comes on, you will see the light 
change from green to yellow, which will give you an opportunity to 
conclude your remarks. We have your written testimony, which will 
be printed in the record in its entirety, and so we would ask that 
you limit your oral testimony to no more than 10 minutes. 

Mr. Duncan, let us start with you. 

TESTIMONY OF JOHN H. DUNCANJ FORMER EXECUTIVE COM- 
MITTEE CHAIR, BOARD OF DIRECTORS, ENRON CORPORA- 
TION, HOUSTON, TEXAS 

Mr. Duncan. Chairman Levin, Senator Collins, and Members of 
the Subcommittee, good morning and thank you for the opportunity 
to address this Subcommittee. My name is John Duncan. From 
1967 to 1985, I was a Director of Enron’s predecessor company, 
Houston Natural Gas, and I was there when Enron began in 1985. 
I have served as the Chairman of the Executive Committee since 
1986. Thus, I am the Enron Director who has served the longest 
period of time. Until the Fall of 2001, I considered Enron one of 
the great companies of this country, and I was proud to be one of 
its directors. I resigned from the Board in March 2002. 

After receiving my bachelor’s degree in business administration 
at the University of Texas, I set out to become a businessman, to 
start and run my own company. With the exception of the first job, 
in a family business, and a stint in the U.S. Air Force during the 
Korean War, I have not drawn a paycheck from a company of 
which I was not either the founder or the co-founder. 

As co-founder and President of Gulf and Western and founder of 
Gulf Consolidated Services, both companies had small beginnings 
and wonderful success stories. During the course of my career, I 
have served on the board of seven New York Stock Exchange Com- 
panies, and. Senator Durbin, not all at one time. I have also served 
and chaired the boards of several important Texas institutions, in- 
cluding the Chancellor’s Council of the University of Texas System, 


^The prepared statement of Mr. Duncan appears in the Appendix on page 113. 
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Southwestern University in Georgetown, Texas, the Board of Visi- 
tors at M.D. Andersen Cancer Center, and all the metropolitan 
Houston YMCAs. 

I provide that background to the Subcommittee to respectfully 
suggest that I have had substantial experience and exposure to the 
workings and to the role and to the duties of a board of directors. 
I also know a board’s limitations. That is what I want to talk about 
today. In particular, I want to focus on what I believe are the ele- 
ments of an effective board and why I believe the tragic events of 
Enron occurred. 

First, I believe the directors must be individuals who possess in- 
tegrity and intelligence. They also should collectively bring a broad 
spectrum of knowledge and experience in the areas of business and 
finance and in the particular fields that the company is in. People 
usually acquire this experience by having operated a company with 
a significant budget or by having obtained unique experience from 
other professions that are relevant to the company’s mission. 

The Directors of the Enron Board certainly possess, in my opin- 
ion, these qualities. My colleagues are highly ethical and of good 
character. As far as intelligence goes, I can simply say that if edu- 
cation is any measure, I believe I was one of only two directors who 
did not have a master’s degree or a doctorate degree. Our directors 
are experienced, successful businessmen and women, experts in 
areas of finance and accounting, and have had experience in lead- 
ing large institutions. Others, like our overseas directors, brought 
experience in certain areas of the world in which Enron saw great 
business potential. 

Second, I believe the board must be dedicated and diligent in ad- 
dressing the matters that are presented to it. The directors need 
to do their homework, analyze the issues, ask penetrating ques- 
tions, and make decisions that are always in the best interest of 
the shareholders. 

In my opinion, the Enron directors met this criteria. We worked 
hard. We prepared for meetings. We asked probing questions and 
imposed specific controls and procedures that management and 
outside advisors were required to follow. I know that my colleagues 
here today will address those items in more detail. We were also 
willing to say “no” to management when we did not agree with its 
recommendations. 

A good example of exercising a board’s responsibility and to act 
independently in the company’s best interest occurred only last 
September, when all the indicators that we had were still positive 
and before any of the outside directors was aware that Enron was 
in trouble. We were presented two transactions at the Executive 
Committee and the Board; management requested to authorize the 
purchase of two pulp paper mills at a price in excess of $300 mil- 
lion cash. We did not approve these acquisitions because we were 
concerned about a prior acquisition in the same field; we did not 
like the purchase price; and we wanted to preserve our financial 
flexibility in the light of the September 11 tragedies. We postponed 
our decision, but we now know that subsequent events soon over- 
took us and the company. 

I did not sit on the Audit Committee or the Finance Committee, 
but I did sit in as a guest at a number of their meetings. I wit- 
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nessed my colleagues asking probing questions of management and 
independent accountants. In my opinion, these committees and 
these members thoroughly executed their duties. 

Third, I think that a board cannot be successful unless it feels 
comfortable relying on the intelligence and integrity of the manage- 
ment, as well as other advisors who present matters to the board. 
With over 20,000 employees working at the company, with over 200 
lawyers writing contracts every day, and with over 400 accountants 
posting the daily books, we, the directors, had to rely on the reports 
given to us by the officers of the company. Frankly, there is no 
other way that we could direct effectively a company of that size. 
We felt confident relying on the senior management of the com- 
pany, as we truly believed we had hired some of the best and the 
brightest in the industry. National, independent publications 
lauded the Enron officers for their intelligence, leadership, and cre- 
ativity. 

Finally, I believe the management and other advisors reporting 
to the board must tell the truth. They must tell the complete truth, 
good or bad, in order for the board to make informed decisions. We 
now know this did not happen at Enron. The Board had imple- 
mented mechanisms and controls to ensure, at the very least, it ob- 
tained early warning signals of any impending problem. Among 
other procedures, we created a risk management officer position, 
and we staffed that department with nearly 100 employees. That 
officer and that department was responsible for reporting to the 
Board the most significant concerns and credit issues that faced 
the company. That did not happen. 

It is now quite clear that significant information about related 
party transactions was withheld from us. We were not aware, for 
example, of the problems of Chewco. They were withheld from us 
for years. We were not informed about Raptor III. We were not told 
about the $800 million recapitalization of the Raptors in late 2000 
and 2001. We were not told that employees, in addition to Andy 
Fastow, were participants in a number of partnerships, and we 
were unaware of their substantial windfall profits. 

As late as the August 14, 2001 Board meeting, the Board was 
briefed on the financial condition of the company. Your staff has 
that briefing. The report was — earnings were up, balance sheet was 
stable, except maybe a credit rating improvement in the year 2002. 
Various Power Point slides given at that same meeting indicated 
to the Board that the company’s good business was still improving 
as usual. The Powers Report and the reports we now have read in 
the press indicate that for many months, if not years, certain mem- 
bers of management and our outside auditors were well aware of 
the problems facing the company, and they did not tell us. 

In sum, I do not believe that Enron’s fall would have been avoid- 
ed had the Board asked more questions, implemented more con- 
trols, or avoided certain financing projects, because they were too 
complicated or risky. Rather, I believe if management had imple- 
mented the Board’s controls, as they assured us they had, if just 
one of the Board’s officers or employees had fulfilled his or her cor- 
porate duty to reveal these problems or to any one director, or if 
the outside auditors had executed their obligation to convey to us 
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concerns they privately expressed and documented amongst them- 
selves, that I and we would not he here today. 

I thank you for allowing me to make this statement. 

Senator Levin. Thank you very much. Dr. Winokur. 

TESTIMONY OF HERBERT S. WINOKUR, JR.,i FINANCE COM- 
MITTEE CHAIR, BOARD OF DIRECTORS, ENRON CORPORA- 
TION, GREENWICH, CONNECTICUT 

Mr. Winokur. Chairman Levin, Senator Collins, Members of the 
Subcommittee, good morning and thank you for the opportunity to 
address you. My name is Herbert S. Winokur, Jr. I currently am 
a member of the Board of Directors of Enron Corporation. I have 
served as Chairman of the Finance Committee of the Board of Di- 
rectors and have been a member of the Board since the mid-1980’s. 
I volunteered for and served as a member of the Board’s special in- 
vestigative committee, the Powers Committee, to understand what 
happened at Enron. 

I appreciate the opportunity today to talk with the Members of 
this Subcommittee about the involvement of Enron’s Directors in 
the related party transactions that have received so much attention 
and about our oversight of Enron more generally. 

In my opinion, and it is only my opinion, one of the principal 
causes of Enron’s failure was the loss of lender and investor con- 
fidence that resulted from the three significant restatements to 
Enron’s financial statements presented in October and November 
2001. Two related to earnings restatements for 4 and 2 years, re- 
spectively, and the third, a significant reduction in shareholder eq- 
uity. While a related party was involved in each transaction, the 
related party aspect does not appear to have been a factor in any 
of the accounting errors. 

In none of these three restatements did the Board or its Audit 
Committee have prior knowledge of the errors that were required 
to be corrected. In each case, Enron’s management had approved 
the original financial statement presentations, and as appropriate, 
Arthur Andersen had certified or reviewed them. 

With that in mind, I would like to discuss three areas. First, how 
Enron’s Board of Directors and Finance Committee discharged its 
obligations; second, the specific circumstances in which we ap- 
proved the LJM structures and the controls we put in place; and 
finally and very briefly, certain of the hedging transactions that the 
Board approved. 

Enron’s Finance Committee reviewed regularly the company’s fi- 
nancial ratios and liquidity. At our meetings, Enron management 
routinely presented Enron’s actual and projected financial ratios 
and near-term liquidity, a report on relationships and meetings 
with the credit rating agencies, and an analysis of Enron’s bor- 
rowing costs relative to those of its competitors, which informed us 
of the market’s contemporaneous view of Enron. Between meetings, 
we also received and read reports on Enron from Wall Street equity 
and debt analysts, including the analysts’ detailed financial projec- 
tions. 


^The prepared statement of Mr. Winokur appears in the Appendix on page 116. 
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Let me turn to the Finance Committee’s involvement in the ap- 
proval and oversight of the LJM partnerships. The press and oth- 
ers have reported repeatedly that Enron’s Board waived the code 
of conduct when it permitted Enron’s Chief Financial Officer, Andy 
Fastow, to serve as general partner of LJMl and LJM2. The Board 
did not. 

For many years, Enron has maintained a code of conduct with 
which every employee must comply. It also permits the Chief Exec- 
utive Officer to make a determination that an officer’s investment 
“presents no probability of any conflict of interest.” 

When the Board approved LJMl in June 1999, the Board adopt- 
ed and ratified the determination by the Office of the Chairman 
that Andy Fastow’s participation as managing partner “will not ad- 
versely affect the interests of the company.” The Board was told 
that PricewaterhouseCoopers would be rendering a fairness opinion 
on the transaction between LJM and Enron with which we were 
presented and that Mr. Fastow would have no direct pecuniary in- 
terest in the Enron stock, which was used as part of that trans- 
action as credit support. Enron publicly disclosed this transaction, 
including the related party aspect, and Arthur Andersen reviewed 
it as part of its 10-Q review in June. 

At the October 1999 Finance Committee and Board meetings, 
Mr. Fastow recommended to obtain quick, flexible equity to Enron 
with reduced transaction costs, that he be permitted to organize 
and serve as managing partner of LJM2, a newly formed fund with 
outside investors that would be an alternative and optional source 
of private equity. There would be no requirement that Enron trade 
with LJM2. He proposed that the Chief Accounting Officer review 
and approve all transactions between Enron and LJM2. 

The Finance Committee, after questioning, learned that Arthur 
Andersen was fine with the partnership structure and that LJM2’s 
limited partners were expected to be institutional investors who 
would be able to remove Mr. Fastow without cause. The Finance 
Committee augmented these controls by requiring that the Chief 
Risk Officer also review and approve all transactions and that the 
Board’s Audit Committee review all transactions annually and 
make any recommendations it deemed appropriate. The Board rati- 
fied the Office of the Chairman’s determination that Mr. Fastow’s 
participation would not adversely affect the interest of the com- 
pany. Enron publicly disclosed LJM2 as a related party trans- 
action. 

Updates given to the Finance Committee about the LJM trans- 
actions were positive. At the May 2000 Finance Committee meet- 
ing, Mr. Fastow reported that he was personally devoting approxi- 
mately 3 hours a week to the investment vehicles. We were also 
told that LJM2’s investments had a projected rate of return of 
17.95 percent. Mr. Causey, the Chief Accounting Officer, told us 
that Arthur Andersen was comfortable with the governance struc- 
ture of LJM. We, of course, now know that the LJM2 investors re- 
ceived much higher returns. 

The minutes of the October 2000 Finance Committee also show 
that the Committee continued to focus on Mr. Fastow’s dual role. 
Mr. Fastow described to the Committee six of the mechanisms that 
had been put in place to mitigate any potential conflicts, one of 
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which was that Messrs. Buy, Causey, and Skilling approve all 
transactions between the company and LJM funds. A second was 
that Mr. Fastow maintain his fiduciary duty to Enron. In addition 
to these controls that Mr. Fastow described, the Committee in- 
structed management that the Board’s Compensation Committee 
review Mr. Fastow’s compensation and that the Finance Com- 
mittee, in addition to the annual review by the Audit Committee, 
conduct a quarterly review of the transactions between the com- 
pany and the LJM funds. 

The Finance Committee received its first quarterly and the Audit 
Committee its second annual report on the related party trans- 
actions with LJM on February 12, 2001, from Mr. Causey. Mr. 
Causey discussed the Board-established guidelines for transacting 
with LJM. He then told the Board that the company had adopted 
certain procedures and controls in response to the Board’s direction 
and reviewed the checklist review complemented by the adoption of 
additional controls. Mr. Causey informed the Finance Committee 
that the controls “had been discussed with the Audit and Compli- 
ance Committee and commented that the process was working ef- 
fectively.” 

The preceding, I submit, illustrates that the Board applied 
Enron’s code of conduct when it ratified management’s rec- 
ommendation regarding LJMl and LJM2 and added substantial 
additional controls to ensure that all of the Enron LJM trans- 
actions would be in the best interest of the company. The record 
also indicates that the directors regularly monitored the LJM 
transactions and management’s involvement. We asked for and re- 
peatedly received reports informing us that the controls were work- 
ing and that there were no concerns raised either by management 
or our outside auditors. 

Let me turn to the financing. Enron has been criticized for its 
use of off-balance-sheet financing or special purpose vehicles to 
raise debt and equity. This practice is common and permitted by 
the accounting rules, if structured correctly. For example, leasing 
companies and reinsurance companies exist to provide off-balance- 
sheet financing to their customers. The Board also has been criti- 
cized for authorizing hedge transactions involving these vehicles 
that made use of Enron stock for credit support. Let me respond. 

Enron owned certain highly volatile high-technology investments. 
That combination of volatile investments and required mark-to- 
market accounting had the potential to create instability and un- 
predictability in Enron’s income statement. Putting in place hedges 
to mitigate these risks made good business sense. In fact, compa- 
nies have been sued by their shareholders because they failed to 
put in place hedges on significant and volatile investments. 

Management wanted, appropriately, to use the significant unre- 
alized value and forward contracts on Enron stock most effectively 
for the benefit of Enron’s stockholders. It informed the Board that 
the proposed hedge transactions did so. Outside auditors concurred, 
or in one case, provided fairness opinions. 

In conclusion, what happened at Enron has been described as a 
systemic failure. I see it instead as a cautionary reminder of the 
limits of a director’s role. A director’s role, by its nature, is a part- 
time job. By force of necessity, we could not know personally all of 
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Enron’s employees. As we now know, key managers and employees 
whom we thought we knew proved to disappoint us significantly, 
and outside advisors whom we believed to be critical components 
of an effective oversight role failed in their duty. Arthur Andersen’s 
failure to disclose its concerns to the Board, as well as manage- 
ment’s marked disregard for the required internal controls and lack 
of candor with respect to information owed to us deprived the 
Board and deprived me of the ability to deal proactively with these 
problems. We cannot, I submit, be criticized for failing to address 
or remedy problems that had been concealed from us. 

Three months ago, days after the release of the Powers Com- 
mittee report, I appeared before a House subcommittee. At that 
time, I was deeply disturbed and disappointed with what I had 
learned. I also squarely disagreed with certain conclusions, particu- 
larly about the directors’ judgment and oversight, presented in the 
report, which disagreement I expressed during my testimony. 

Even with the benefits of a few more months to review these 
issues, I remain resolute in my belief that we were diligent and 
dedicated to our charge. Based on the recommendations, advice, 
and information we received from management and our advisors, 
we, the directors, acted in good faith and attempted to pursue the 
best interests of Enron and its shareholders. However, I deeply 
wish that at least one person in management, an employee, or an 
outside advisor, someone had come forward to the Board with his 
or her concerns when we could have addressed them. 

I am prepared to respond to any questions from the Sub- 
committee. Thank you. 

Senator Levin. Thank you very much. Dr. Jaedicke. 

TESTIMONY OF ROBERT K. JAEDICKE, i FORMER AUDIT AND 

COMPLIANCE COMMITTEE CHAIR, BOARD OF DIRECTORS, 

ENRON CORPORATION, BOZEMAN, MONTANA 

Mr. Jaedicke. Chairman Levin, Senator Collins, and Members of 
the Subcommittee, good morning and I also thank you for the op- 
portunity to address the Subcommittee. My name is Robert 
Jaedicke. I served as the Chairman of the Audit Committee of the 
Board of Directors of Enron Corporation. As part of an overall re- 
structuring of the Board, I recently resigned as a director, having 
served since the mid-1980’s. 

Let me tell you very briefly about my background. I joined the 
faculty of the Stanford Graduate School of Business in 1961. I 
served as Dean of the school from 1983 to 1990. At that time, I re- 
turned to the faculty of the Business School, and I retired from the 
university in 1992. 

Throughout my tenure as Chairman of the Enron Board’s Audit 
Committee, I was committed to ensuring that it was an effective 
and actively functioning body. Over the last few years, we under- 
took to review and strengthen our already vigorous control sys- 
tems. In 1999, we began a number of initiatives to ensure that we 
remained a “best practices” audit committee. Throughout 2000 and 
into 2001, our committee worked with Arthur Andersen to make 


^The prepared statement of Mr. Jaedicke with attachments appears in the Appendix on page 
155 . 
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sure that we complied with the recommendations of the Securities 
and Exchange Commission, the New York Stock Exchange, and the 
Blue Ribbon Committee on Improving the Effectiveness of Cor- 
porate Audit Committees. That effort culminated in February 2001, 
when the Audit Committee drafted a new charter that was ap- 
proved by the full Board. 

The lifeblood of the work of any audit committee is the develop- 
ment and implementation of adequate controls, many of which 
cross-check each other. The committee’s responsibility is to review 
reports from management and the outside auditors, to review the 
adequacy of internal controls, and to oversee the filing of financial 
statements. The committee’s effective oversight also depends on the 
full and complete reporting of information to it. Without full and 
accurate information, an audit committee cannot be effective. The 
audit committee does not manage the company and does not do the 
auditing. 

It is my understanding that audit committees of most corpora- 
tions, like Enron, typically meet for a few hours several times a 
year. Warren Buffet wrote to the New York Stock Exchange Chair- 
man and CEO Richard Grasso in 1999, and I quote, “An audit com- 
mittee that meets for a few hours several times a year is simply 
not going to pick up anything that is missed by the outside audi- 
tors. Therefore, the task of the audit committee should be to hold 
the feet of the outside auditors to the fire.” In that same letter, Mr. 
Buffet also stated, and I quote, “Simply put, audit committees can- 
not act as auditors. Their true job, and I would argue the only im- 
portant function that they can adequately discharge, is to make 
sure that the auditors do their job instead of becoming subservient 
to management.” 

I agree. We held regular meetings at least four or five times a 
year; always four, usually five. At meetings, we received reports 
from a broad range of senior management and Arthur Andersen 
personnel. Audit Committee meetings regularly included three Ar- 
thur Andersen partners, Enron’s Chief Accounting Officer, Chief 
Risk Officer, General Counsel, Chief Internal Auditors, Mr. Lay, 
Mr. Skilling, and other senior officers and outside advisors, as ap- 
propriate. We were entitled to rely on these reports. We asked 
questions. We provided oversight. We received several special re- 
ports on accounting policies. And we continually discussed the ade- 
quacy of our internal controls. I respectfully submit that we did our 
job. 

At each Audit Committee, it was my invariable practice to hold — 
or at least offer to hold — an executive session with the Arthur An- 
dersen representatives where they could meet with us without 
management present. There, Arthur Andersen could freely report 
to the committee any matters of concern that made the auditors 
uncomfortable, including whether they had any significant dis- 
agreements with management, whether they had full cooperation of 
management, whether reasonably effective accounting systems and 
controls were in place, whether there were any material systems 
and controls that needed strengthening, and whether they had de- 
tected instances where company policies had not been fully ad- 
dressed. 
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Arthur Andersen did not raised concerns about the partnerships 
in these executive sessions. In fact, they normally reported to us 
that the structures and transactions were complex, they required 
judgment, but that they were in at an early stage to understand 
and review the transactions and that they were comfortable with 
the accounting treatment. 

Last February, Alan Greenspan testified before the Congress, “I 
have served on too many audit committees to know that even 
though I would consider myself independent, I would consider my- 
self knowledgeable, I did not know what questions to ask the Chief 
Financial Officer during meetings to find out what it is that con- 
ceivably is wrong in the corporation, and he was not about to tell 
me.” 

I agree with Mr. Greenspan. We did everything possible to en- 
sure that our controls and procedures were being followed. To my 
knowledge, we were one of the few major corporations that re- 
quired Arthur Andersen or their outside auditor to give an attest 
opinion on the management’s assertions that our controls were ade- 
quate. 

What happened at Enron, as my colleague has indicated, has 
been described as a systemic failure. I agree with him as it per- 
tains to the Board. I see it as a cautionary reminder, also, of the 
limits of the director’s role. We served as directors of what was 
then the seventh-largest corporation, which required us to confine 
our attention to the broad policy decisions. At meetings of the 
Board and its committee, in which all of us participated, these 
issues were considered and decided on the basis of summary re- 
ports, corporate records, upon which we were entitled to rely. We 
also relied on the honesty and integrity of management, their sub- 
ordinates and advisors, and on the integrity of the information we 
were receiving. At the time, we had no doubt — we had no reason 
to doubt the integrity of either the management or the advisors. 

We did all this and more. Sadly, despite all that we tried to do 
in the face of all the assurances that we received, we had no cause 
for suspicion until it was too late. 

Thank you very much, and I am prepared to respond to questions 
from the Subcommittee. 

Senator Levin. Thank you very much. Dr. Jaedicke. Dr. Le- 
Maistre. 

TESTIMONY OF CHARLES A. LeMAISTRE,i M.D., FORMER COM- 
PENSATION AND MANAGEMENT DEVELOPMENT COMMITTEE 

CHAIR, BOARD OF DIRECTORS, ENRON CORPORATION, SAN 

ANTONIO, TEXAS 

Dr. LeMaistre. Chairman Levin, Senator Collins, Members of 
the Subcommittee, we are delighted to be here to participate in 
your investigation. Senator Durbin, I want to assure you that we 
were shaken to the core, also. It is a very good description of what 
happened by the events that we first learned about on October 17, 
that our controls were not being followed. The Board thereafter 
took immediate action on several fronts, one of which was very val- 


^The prepared statement of Dr. LeMaistre with an attachment appears in the Appendix on 
page 176. 
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uable to you in your investigation, the no-holds-barred Powers Re- 
port, which enlightened all of us as to where the problems were. 

My name is Charles LeMaistre. I am a physician by profession. 
I am also President Emeritus of the University of Texas M.D. An- 
derson Cancer Center and former Chancellor of the University of 
Texas System. For 17 years, I have served on the Enron Board. For 
most of those years, I have held a position as Chairman of the 
Compensation and Management Development Committee. I re- 
signed in March 2002 as a part of the restructuring of that Board. 

I would like to directly address some of the questions that have 
been raised regarding compensation and the bonus process for ex- 
ecutives. The Compensation Committee’s basic responsibility is to 
assure that the senior executives of the company are compensated 
effectively in a manner consistent with the compensation strategy 
stated to the shareholders. The Committee considered internal eq- 
uity, competitive compensation practices, and the requirements of 
appropriate regulatory bodies. 

The philosophy behind the executive compensation is to reward 
executive performance that creates long-term shareholder value, in 
essence, a pay-for-performance philosophy that benefits the share- 
holder. Executives had the opportunity to earn up to the 75th per- 
centile or higher of the compensation rates at comparable competi- 
tive companies, subject to obtaining a performance at 75th per- 
centile or higher. 

As a first step in this process, we received the recommendations 
from management and discussed their justifications fully. We also 
relied almost always on the outside executive firm. Towers Perrin, 
to independently review the recommendations and give us advice 
and a recommendation regarding the various compensation issues 
brought to the committee. Based on that advice, the committee ar- 
rived at proposals for presentation to the Board, and they delib- 
erated on these very carefully and for long hours in order to arrive 
at a common position. 

In recent years, the Compensation Committee was dealing with 
Enron’s evolution from a pipeline company to an energy trading 
company that engaged in sophisticated and complex financing 
structures. Enron sought out different talent for its management in 
the energy trading business. To hire and successfully retain these 
highly-sought individuals, Enron needed to offer compensation 
packages equivalent to, and sometimes better than, those offered 
by the competition. Enron believed that the talented individuals 
leading the company were one of the most valuable assets the com- 
pany had and critical to its success. Towers Perrin was often asked 
to craft compensation packages, stress test the executive compensa- 
tion plan, and conduct surveys of competitive practices to be sure 
Enron was well positioned in the marketplace. 

Let us go into some compensation-related issues. First, with re- 
gard to Ken Lay, the media and others have raised many questions 
about Mr. Lay’s compensation. In particular, I would like to ad- 
dress the $141 million he received in total compensation for the 
year 2000. It has been suggested that this level of compensation 
was unreasonably high and over 10 times the average received by 
the CEOs of the top 200 companies. 
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First, I believe that comparing Mr. Lay’s total compensation 
against the average salary of the CEO in a top 200 company does 
not necessarily yield an accurate picture. Because Mr. Lay’s com- 
pensation placed him in the top 10 highest-paid CEOs, I believe 
that comparing his compensation to those in that category is more 
accurate. Within the top ten, Mr. Lay was ranked seventh that 
year. Enron, coincidentally, was ranked as the seventh largest com- 
pany. The average compensation for the top 10 CEOs was about 
$169 million. The top compensation was $293 million. I have at- 
tached a chart to my statement that presents this information. 

Second, I think it is important to break out what comprises Mr. 
Lay’s total compensation package to determine the actual cost to 
the company for that year. A very large portion of the total com- 
pensation is at risk under the pay-for-performance philosophy. The 
portion at risk depends upon meeting competitive criteria for the 
future value from stock options exercised to be realized and from 
restricted stock payouts to be realized. For this portion at risk, the 
executive is rewarded only if the shareholder is rewarded. 

If the “at risk” portion is subtracted from the total, you arrive 
at about $10 million, which I believe is a more accurate representa- 
tion of what Mr. Lay’s 2000 compensation cost the company that 
year. I also note that 2000 was an extraordinary year for Enron 
and its shareholders, which accounts for the large increase in 
bonus for that year. That is roughly $10 million, including his base 
salary of $1.3 million and a bonus of $7 million. Mr. Lay’s com- 
pensation was disclosed and footnoted and detailed in the proxy 
statement each year. 

Next, Andy Fastow’s salary from the LJM partnerships. On Octo- 
ber 19, 2001, the Wall Street Journal reported that Mr. Fastow and 
possibly some of his partnership associates received more than $7 
million in compensation from the LJM partnerships. Let me com- 
ment on what I know about his LJM compensation. 

On October 19, a special meeting of the full Board was called to 
discuss Mr. Fastow’s compensation from the LJM and other related 
matters. We went into it in some detail, and on October 22, 2001, 
the Board authorized Mr. Duncan, Chairman of the Executive 
Committee, and myself, as Chairman of the Compensation Com- 
mittee, to inquire directly of Mr. Fastow as to his compensation 
from the partnerships. Enron’s General Counsel drafted the ques- 
tions we would ask. I called Mr. Fastow on October 22 and ar- 
ranged for a conference call the very next day. 

On that call, Mr. Duncan and I asked Mr. Fastow about the 
amount of his investment in LJMl and LJM2 and his return on 
those investments. Mr. Fastow responded that his commitment in 
LJMl and LJM2 was $1 million and $3.9 million, respectively. He 
stated that his income from LJMl was $23 million, and approxi- 
mately $22 million from the LJM2. On October 24, the very next 
day, the Board met. Mr. Fastow was relieved of his responsibility 
as Chief Financial Officer. 

I do not believe that the Board of Directors would ever have ap- 
proved Mr. Fastow’s participation in the partnerships if we had 
known he would be generating such compensation. Indeed, we were 
told just the opposite. Very conservative yields should come from 
the formulas that were presented to the Board. If management had 
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instituted the controls that the Board authorized, Mr. Fastow’s 
compensation would have been reported to Mr. Skilling, the Audit 
Committee, the Finance Committee, and the Compensation Com- 
mittee. 

On October 6, 2000, the Finance Committee meeting minutes 
clearly show from his own presentation that Mr. Fastow was aware 
of the six controls imposed by the Board on his participation in 
LJM, including his responsibility to review with Mr. Skilling “his 
economic interest in the company and the LJM funds.” Following 
Mr. Fastow’s presentation, the Finance Committee then added to 
the existing controls a quarterly review of the LJM transactions 
and a review by the Compensation Committee of Mr. Fastow’s LJM 
compensation. That meant there would be two full reviews by the 
Finance Committee and the Audit Committee, one on a quarterly 
basis and the other on an annual basis, through which that infor- 
mation should have come in addition to the newly authorized re- 
view by the Compensation Committee. 

Enron’s Performance Unit Plan has been confusing to many. I 
would like to comment briefly on it. Prior to 1999, Enron granted 
performance units to corporate and certain operating company ex- 
ecutives who were not in an Enron long-term incentive plan at that 
time. These operating company executives were, for the most part, 
in commercial support and in the pipeline business. Enron was a 
highly decentralized company at that time. 

The first performance units were awarded in 1987 and the last 
in 1998. The units have a life of 4 years, so the payouts could still 
be continuing as of last year. Awards were based on Enron’s total 
shareholder return over the 4 years. The participants were nomi- 
nated by the Office of the Chairman and approved by the Com- 
pensation Committee. There was a limit of three million perform- 
ance units per individual. Performance was measured against that 
of a performance of peer group of companies with a payout scale 
of one to seven. Each unit was assigned a valuation of $1. A rank- 
ing of one had a payout of $2, twice the value, and a ranking of 
seven did not pay out anything. In the event that the total share- 
holder return did not exceed the cumulative percentage for the 90- 
day Treasury Bill, a performance unit would have no value. 

In conclusion, I believe that our Committee and the Enron Board 
endeavored to manage carefully and effectively Enron’s executive 
compensation while the company was rapidly evolving, growing, 
and undertaking new business opportunities. The Committee 
sought and relied on the advice of outside executive compensation 
experts to ensure our recommendations and decisions were con- 
sistent with the marketplace. Although the Board was willing to 
award compensation that was competitive and deserved, it cer- 
tainly did not approve and was not made aware by management 
that some individuals reaped huge profits at the company’s expense 
or that others abused certain benefits in ways for which they were 
not designated. 

Thank you very much for your attention. I will be pleased to an- 
swer your questions. 

Senator Levin. Thank you very much. Dr. LeMaistre. Mr. Blake. 
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TESTIMONY OF NORMAN P. BLAKE, i INTERIM CHAIR, BOARD 
OF DIRECTORS, ENRON CORPORATION, ROSEMONT, ILLINOIS 

Mr. Blake. Thank you, Mr. Chairman. It is good to be here, Sen- 
ator Collins and Members of the Subcommittee. It is certainly a 
privilege to be here and I thank you for the opportunity. 

My name is Norm Blake. I am Interim Chairman of the Board 
of the Enron Corporation. I have been a Director of Enron since 
1993. Since the onset of bankruptcy, five members of the Board 
and I have been actively engaged in the development of a newly 
constituted Board of Directors in cooperation with Enron’s Credi- 
tors Committee. It is the intention of these Board members and me 
to resign from the Board once an orderly and effective transition 
of authority has taken place. We are now serving on a pro bono 
basis in recognition of our responsibility to serve the interests of 
Enron’s stakeholders and employees. 

My background can essentially be characterized as having exten- 
sive management and leadership experience in a variety of indus- 
tries, with significant involvement in financial services. Over the 
last 12 years, I have been Chairman and CEO of three different 
Fortune 500 companies and held board membership positions in 
others. Much of my earlier business career was with the General 
Electric Company, with my latest position in 1984 being Executive 
Vice President of Financing Operations for the General Electric 
Credit Corporation. 

My colleagues in their statements today will discuss the Board’s 
and its committees’ respective roles and involvement in the related 
party transactions. I would like to focus on certain issues that have 
been raised with respect to the Board and the outside Directors as 
a collective unit. 

I will begin by saying unequivocally that I am proud to have 
served as a member of the Board with such capable, hard working, 
intelligent, and ethical individuals. Personally, I believe while we 
may have initially just been a collection of individuals, we have 
now evolved into a very cohesive and collegial group. Moreover, in 
my view, this Board has remained diligent and dedicated to its re- 
sponsibilities throughout the process. 

Although we, at the time, had much confidence and respect in 
the abilities of the management of the company, we did, in fact, op- 
erate independently and did, in fact, exert our influence, and at 
times, contrary to the wishes of management. For example, the de- 
cision made by the majority of the Board to acquire Wessex and 
form Azurix was made over the dissention of two Directors and ab- 
stention of another. More recently, management’s intention to ac- 
quire a pulp mill in October of last year was resisted by the Board 
to the extent that the decision was not made to make the acquisi- 
tion. 

Allow me to put Enron into perspective over the last couple of 
years, and as cited by many of you this morning. By 2000, Enron 
was one of the 10 largest companies in the United States. Enron 
had begun a transformation from a traditional pipeline and energy 
company with substantial fixed assets to an innovative energy 


^The prepared statement of Mr. Blake appears in the Appendix on page 181. 
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trading company that showed tremendous potential but required li- 
quidity and creditworthiness. 

My personal focus as a member of the Board and its Finance 
Committee had been Enron’s liquidity and financial leverage in fur- 
therance of this strategy. As a Board, we were attentive to and 
working with management and outside experts to realize this mis- 
sion. We believed that the company was successful in moving in 
that direction. In late 2000 or early 2001, no one had predicted by 
the end of 2001, Enron would file for bankruptcy. In fact, as late 
as October 2001, we were informed by management that we were 
ahead of plan in terms of earnings and that creditworthiness and 
liquidity issues were manageable. 

A central issue at hand involves Enron’s intentions in estab- 
lishing SPEs. I would like to provide an opposing point of view to 
that held by many that the intention of Enron in establishing these 
partnerships was to manufacture earnings. To the contrary, it is 
my opinion that the primary purpose of these partnerships was to 
improve liquidity and get debt off our balance sheet. The LJM part- 
nerships were specifically constituted for that purpose, and by the 
way, I would contend that many companies establish SPEs for ex- 
actly such a purpose. 

Of course, now, with the benefit of hindsight, committees of Con- 
gress, the media, government officials, financial experts, and others 
have tried to dissect and examine what went wrong at Enron. Over 
the past several months, several questions have been raised with 
respect to the Directors as a group. In particular, people ask if the 
Board failed in its oversight duty, whether Enron was moving so 
quickly that independent directors could not keep up. 

I think not. We worked hard. We worked very hard. We came 
prepared and we asked questions. We were sent materials in ad- 
vance of meetings and it seemed that each Director reviewed them 
and came to the meetings prepared. Sometimes before a Board 
meeting, after spending many hours in preparation for these meet- 
ings, I would speak with Mr. Skilling about the balance sheet 
issues or with the Chief Risk Officer, Rick Buy, about liquidity, le- 
verage, and credit issues. 

I know that my fellow Director Pug Winokur, who is here today, 
spent time with Enron’s Chief Financial Officer, Andy Fastow, be- 
fore meetings, asking him a variety of questions. And Dr. Le- 
Maistre, who is also appearing with us today, spent much of his 
time in advance of upcoming Compensation Committee meetings 
with Enron’s human resource and compensation staff, as well as 
external consultants, to ensure himself that he understood all the 
technical aspects of Enron’s compensation plans and to be in a po- 
sition to evaluate recommendations made by management. He took 
his job very seriously, as we all did. In short, I believe, judged by 
any standard, that this Board executed its duties to the company 
and its shareholders. 

During Board and committee meetings, we did, in fact, question 
management. For example, during October 1999 Finance Com- 
mittee, in which we discussed the LJM2 partnership, the Board 
material discloses that I specifically asked whether Arthur Ander- 
sen had reviewed the partnership. We were told by the Chief Ac- 
counting Officer that Arthur Andersen was, “fine with it.” If we 
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had been told that Arthur Andersen had not reviewed the structure 
or that Arthur Andersen had reservations, this Board would never 
have approved it. 

The first Raptor transaction was brought to the Finance Com- 
mittee, in May 1, 2000. The minutes reflect the Chief Accounting 
Officer told us that, “Arthur Andersen LLP had spent considerable 
time analyzing the Talon structure and the governance structure of 
LJM2 and was comfortable with the proposed transaction.” This 
advice was critical to our decision to authorize this transaction. 
Some commentators have since suggested that the structure of this 
transaction was inappropriate on its face. This is not the advice 
that we received. My fellow directors asked questions pertaining to 
propriety and the oversight of these transactions. We did not rub- 
ber stamp management’s recommendations and requests. 

Even with the benefit of hindsight, I cannot speculate as to what 
else we could have done to ensure that our controls and procedures 
were followed. We put the right controls in place and we asked the 
right questions. These directors were a smart and talented group 
of people who brought a diversity of experience and expertise to the 
Board. Unfortunately, I believe that we were uninformed because 
management and outside experts who reported to us failed in their 
jobs and did not give us full and complete information. 

Again, I thank you for being here today. I welcome the oppor- 
tunity to answer your questions. Thank you, sir. 

Senator Levin. Thank you very much, Mr. Blake. 

Let me start with you. Dr. Jaedicke. You were Chairman of the 
Audit Committee. The Audit Committee got an annual briefing 
from Andersen about its accounting policies and its practices, as 
you have testified. We have a number of excerpts from those brief- 
ings in the exhibit book, and I wish you would turn to Exhibit 2.^ 

Mr. Jaedicke. Yes, sir. 

Senator Levin. Exhibit 2 is part of the Andersen briefing on Feb- 
ruary 7, 1999. It relates to the Enron financial reporting in 1998, 
which was the previous year that had just finished. Now, this was 
an unusual Audit Committee meeting, because instead of taking 
place in Houston, it took place in London. Do you remember this 
meeting in London? 

Mr. Jaedicke. Yes, I do. 

Senator Levin. Thank you. The Board’s minutes reflect that 
David Duncan, the Andersen partner who headed the Enron audit 
team, and that Tom Bauer, who was also on the audit team, and 
that Steve Goddard, who was head of the Andersen office in Hous- 
ton, were in attendance. Those were the three Andersen partners 
who typically dealt with your Audit Committee and the Board, and 
the minutes show that all of the Audit Committee members were 
there, as well as another Andersen employee and several members 
of Enron management, including Mr. Lay and Mr. Skilling. 

Now, this chart, or this document that you’re looking at says at 
the top “Risk Profile,” which means the risk to Enron that its ac- 
counting practices may not be found to be in compliance with 
sound accounting practices. And you will see there the letters “H”, 


^ See Exhibit No. 2 which appears in the Appendix on page 204. 
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“M”, and “L”, and those letters stand for high, medium, and low 
risk. So “H” stands for high, “M” for medium, and “L” for low risk. 

Andersen was telling your Audit Committee about the risks, and 
the first item you will see on the list is highly structured trans- 
actions. These are the elaborate transactions which I talked about 
in my opening statement. And the chart here shows high risk, “H”, 
circled for emphasis, in all three categories, including accounting 
judgments. So the document indicates — and this is a document 
from your files, so we know you were shown this document — that 
Enron was engaging in high-risk accounting practices when it came 
to those structured transactions. Do you remember that presen- 
tation? 

Mr. Jaedicke. Yes, I do. Would you like me to comment on it, 
sir? 

Senator Levin. Feel free to do that. 

Mr. Jaedicke. I think the way — the interpretation — this was a 
template given to the Audit Committee to try to help us — to help 
us understand the kinds of accounting policies that were important 
to the company. 

Now, maybe “risk” is a poor term, but if you look, for example, 
at highly structured transactions, I think the way to read this, and 
I think the comments generally support this, is to say energy asset 
securitizations — now, this is in 1998 — that the accounting judg- 
ments — read “H” as important. They are important because there 
is a risk that 

Senator Levin. I am going to read “H” for what it stands for, 
which is high. 

Mr. Jaedicke. The risk, the judgments, they are complex. They 
need to be made very carefully. 

Senator Levin. Are you denying that “H” 

Mr. Jaedicke. Now just let me 

Senator Levin. Excuse me. Are you denying that “H” means 
high? 

Mr. Jaedicke. OK, high. Disclosure judgment, the importance is 
high. The risk is high. It needs to be done carefully. The rule 
change — risk in the sense of rule change, I think simply means 
there is a high probability that the rules in this area will develop 
and can change, and they did. 

Now, if you just allow me to contrast that with something like 
purchase accounting down in the middle of the page, to judge 
whether the purchase accounting can be used instead of, say, a 
pooling of interest, that is an important, in your terms, high-risk 
area. You need to make a very careful judgment. But then if you 
move over, the disclosure is “M”. I would assume that is medium. 
And it is because that issue has been around for a long time and 
there is a fair amount of guidance on it. It was already in existence 
in 1998. And if you go to the rule change, under “L”, some rule 
change coming along, the odds were fairly low. About the only one 
at that time that was under consideration was to do away with 
pooling. 

And so I think what this is and what we used it for was a way 
of saying, well, where are the sensitive areas, what are their disclo- 
sure characteristics, and what are the odds that rule changes will 
come along and somehow change what either we have to do or the 
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way we have to disclose or the way in which the accounting has 
to be done. That is my interpretation, sir. 

Senator Levin. Well, these are not my terms. These are Arthur 
Andersen’s terms and they are circled. The “H” is not my term. It 
stands for high. You can say that the “H” under rule changes 
means there is a high risk that the rule may change, and I fully 
agree with you, but by that same logic, the “H” under accounting 
judgments means there is a high risk involved in that judgment. 

So, Dr. Jaedicke, these are not my terms. These are the docu- 
ments presented to you with “H”, high risk, circled by Arthur An- 
dersen in 1999. 

Next, Exhibit 3.^ The handwriting on this document belongs to 
David Duncan. 

Mr. Jaedicke. Yes. 

Senator Levin. It is his handwriting on it, and this is basically 
Andersen’s version of the previous exhibit, with the same matrix, 
but now it is a document with their talking points for the presen- 
tation that was made to you at that London Audit Committee 
meeting. 

I would like to direct your attention to the handwritten note in 
the lower right-hand corner. It is hard to read, so we put it up on 
the board here and made that Exhibit 4.^ This is what that note 
says at the bottom. “Obviously, we are on board with all of these, 
but many push limits and have a high ‘others could have a dif- 
ferent view’ risk profile.” High-risk profile. This is Duncan’s note 
on this document. Then it lists those various accounting practices 
which you also see on Exhibit 4. 

So not only was the Audit Committee told by Andersen that al- 
though Andersen was on board, that many of Enron’s accounting 
practices, in the words used there, his note, “push limits,” and that 
others could view them as outside of compliance with Generally Ac- 
cepted Accounting Principles. Now, do you remember David Dun- 
can telling that to the Audit Committee on February 7, 1999? 

Mr. Jaedicke. I do not remember David Duncan telling us this 
particular note. David Duncan did tell us on several occasions that 
these were complex transactions, that they were complex struc- 
tures, that Enron was a complex company. They were moving very 
fast, and very careful accounting judgments were required. 

He also would, on occasion, try to indicate to us how much guid- 
ance was available on those. But in terms of — and I do not recall 
him saying, well, others could have a different view. But I think 
all of us understood that these were highly structured, new kinds 
of transactions, but please, sir, keep in mind, that was one reason 
that Enron paid Arthur Andersen some pretty hefty fees, to try to 
be in on the beginning of these transactions so that those account- 
ing judgments, they understood the transaction and that the ac- 
counting judgments would be properly made. 

Senator Levin. You do not remember David Duncan notifying 
your Committee that these were high-risk accounting approaches? 


^ See Exhibit No. 3 which appears in the Appendix on page 208. 
2 See Exhibit No. 4 which appears in the Appendix on page 209. 
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Mr. Jaedicke. I remember these — this chart, sir. I cannot say 
that I remember this quote that is in the bottom of his — the lower 
right-hand corner of the 

Senator Levin. If he had told you that they were high-risk ac- 
counting approaches, would you remember it? 

Mr. Jaedicke. I think I would. I do not quite — we knew these 
were important transactions. 

Senator Levin. I am using the words “high risk.” You can try to 
change that from a “H” to an “I”. I am saying that the “H” was cir- 
cled. It was Andersen’s word. It was presented to you in the docu- 
ment in Exhibit 2. We have Duncan’s note saying specifically that 
these push limits. Those are his words on his copy of the document, 
and you are saying you do not remember him using the words 
“push limits,” is that correct? 

Mr. Jaedicke. I do not remember the words “push limits.” 

Senator Levin. OK. Let me just keep going, then. Now, Andersen 
also rated the accounting risks that Enron was taking. They did 
their own rating, which is reflected in the documents which you 
have just seen. This analysis is done at accounting firms for a num- 
ber of reasons, and the Andersen analysis upon which those first 
two documents were based are Exhibits 10a and 10b. If you could 
look now at Exhibits 10a and 10b 

Mr. Jaedicke. Exhibits 10a and 10b 

Senator Levin. Let me go back. I missed a document that I want- 
ed to show you. Exhibit 5,^ so if I could just interrupt the flow here 
for a moment 

This is a letter that we received last week from legal counsel rep- 
resenting Arthur Andersen’s partner, Tom Bauer, who was at that 
London meeting and participated in the discussion. Here is what 
this letter says, and this, again, is Exhibit 5 in the book. “Certain 
risk areas were described as pushing the limits, as reflected in Dr. 
Duncan’s note, or as being at the edge.” 

So now we have Exhibit 2, which you acknowledge was before 
you, with that circled “H” for high-risk accounting approaches. We 
have Exhibit 3, which has Duncan’s note as to what he was telling 
you. And now we have an exhibit which supports those two earlier 
exhibits. This is a letter which says that Mr. Bauer remembers 
that, “Certain risk areas were described as ‘pushing the limits,’ as 
reflected in Mr. Duncan’s notes, or as being ‘at the edge’.” 

So now we have got that memory of Bauer, which is added to Ex- 
hibits 2 and 3. So now your memory differs also with Bauer as well 
as with the exhibit itself. 

Now I want to move you over to Exhibit 10.^ This is a document 
which was Arthur Andersen’s internal document, but upon which 
Exhibits 2 and 3 had either been based, or it is similar to a docu- 
ment in which those conclusions were reached. 

First, if you would turn to Exhibit 10a.® This is for the year 
2000. This is for a later year, and I am going to give you this and 
then go back to 1999. Take a look, if you would, at the line which 
is marked on the first page there in which it says, “Accounting and 
Financial Reporting Risk — Very Significant.” “Management Pres- 


^See Exhibit No. 5 which appears in the Appendix on page 210. 

2 See Exhibit No. 10 which appears in the Appendix on page 222. 
^See Exhibit No. 10a which appears in the Appendix on page 222. 
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sures” — do you see that, on driver number five? Do you see that on 
the front page? “Management Pressures — ^Very Significant.” 

This document, signed by David Duncan, this risk classification 
offers several comments which justify their conclusion. On the front 
page, under “Management Pressures,” “Enron has aggressive earn- 
ings targets and enters into numerous complex transactions to 
achieve those targets.” Also on the front page, “The Company’s per- 
sonnel are very sophisticated and enter into numerous complex 
transactions and are often aggressive in structuring transactions to 
achieve derived financial reporting objectives.” 

The 1999 risk analysis is Exhibit 10b and it uses similar — let me 
get you to the third page of Exhibit 10a before we turn to Exhibit 
10b. It’s under “Risk Classification and Rationale.” It says, “Risk 
Classification: Maximum.” Do you see that there? 

Mr. Jaedicke. I see it. 

Senator Levin. Do you see where it says “Prior Year Risk Classi- 
fication,” and it says “Maximum”? Now, these are risk classifica- 
tions. 

Mr. Jaedicke. I see it. 

Senator Levin. Now we will go back to 1999 and Exhibit 10b. ^ 
And again, these are further evidence not only that Andersen con- 
sidered Enron to be engaged in high-risk accounting and had man- 
agement pressure, but they also substantiate the Duncan note, the 
Bauer letter, and Exhibit 2 which was directly presented to you 
and which talked about high-risk accounting transactions. 

But if you will look now on Exhibit 10b, you will see under “Com- 
plex/risky transactions,” where it says, “Form over substance trans- 
actions.” “Form over substance transactions” — this is 1999, now, we 
are talking about. The box that they check is “Very Significant.” So 
your auditor viewed Enron accounting practices as being high risk. 
They said that the use of form over substance transactions was 
very significant and that very strongly supports the Duncan note 
as to what he told you in London in 1999 and Exhibit 2, which was 
directly handed to you and which said that your accounting prac- 
tices were high-risk practices. 

And despite all of that, what you are saying is you do not re- 
member or you deny that your auditor told you in 1999 and 2000 
that you were engaged in high-risk accounting practices, is that 
correct? 

Mr. Jaedicke. We knew that the company was engaged in high- 
risk and innovative transactions. But if you contrast this, if David 
Duncan had given this to the Audit Committee, my guess is the 
discussion would have been a lot different than it was. 

If you go back and you look at the Audit Committee, the various 
meetings. Senator, you would find that on almost every agenda, 
there were listed — you would look at what were the audit empha- 
ses of the past quarter and what were the audit emphases of the 
quarter coming up, and they would almost always list related party 
transactions, structured transactions, securitizations, and mark-to- 
market and fair value. Those were almost always areas of empha- 
sis. 


^ See Exhibit No. 10b which appears in the Appendix on page 226. 
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Now, when we would ask them, even in executive session, about, 
OK, how do you feel about these, the usual expression was one of 
comfort. It was not, these are the highest risk transactions on our 
scale of one to 10 or whatever this is. If the information in this 
kind of a document had been conveyed to us in the terms that it 
showed here, the template that you showed me, the “H”s were al- 
most always interpreted, at least by me, as saying if you want a 
template of those accounting areas that are important to Enron 
and deserve our emphasis, that is where you would look, and the 
“H”s were no surprise. Those were almost always on the agenda of 
the Committee. 

Now, this kind of information, where you say pushing the limits 
or whatever — form over substance, I never, ever heard that term 
used. 

Senator Levin. The reason that 

Mr. Jaedicke. That I recall. 

Senator Levin. The reason that is so important is because what 
was presented to you were the “H”s, not “F’s, not “M”s, not “L”s, 
“H”s, high-risk accounting judgments. You acknowledge that. Now 
the question is, well, wait a minute. Did that mean what it said? 
Then you have got a note contemporaneously from Duncan, as well 
as from the other witness who was there, saying you, in fact, were 
informed that these were pushing the limits at that meeting. You 
deny hearing that, but there is very strong evidence that, in fact, 
that occurred — the evidence: Contemporaneous notes, statement of 
another witness, and the internal documents of Arthur Andersen — 
show that was, indeed, their conclusion. 

You put all that together, and the evidence is pretty strong that 
you were informed these were high-risk accounting practices but 
that you did not act on those notes and that information. That is 
what jumps out from these exhibits and from this testimony. So 
weigh that against “you do not remember” — it seems to leave me 
with one conclusion. You may not remember 

Mr. Jaedicke. All I said was I do not remember the particular 
wording of the comment that you showed me on that particular — 
on that slide. 

Senator Levin. Thank you. Senator Collins. 

Senator Collins. Thank you, Mr. Chairman. 

Dr. Jaedicke, in an interview with the Subcommittee staff. Lord 
Wakeham indicated that he had been concerned that Andersen’s 
high level of involvement with the company meant that Anderson 
might be too close to Enron’s management. As Chairman of the 
Audit Committee, did you ever have a similar concern? 

Mr. Jaedicke. Well, Senator, we — on the independence issue, for 
the last couple of years, we had a very sort of set pattern of trying 
to assure ourselves that, in fact, Arthur Andersen was inde- 
pendent. It worked like this. 

There is a series of criteria and guidelines that are set forth by, 
for example, the Independent Standards Board. We would discuss 
those usually in the August meeting and we would also hear from 
Arthur Andersen how their internal processes on affecting the 
independence issue worked, and those stemmed all the way from 
saying, well, how do you monitor and handle the relationships of 
family members, all the way over to saying, what do your internal 



33 


dispute resolutions look like for partner disputes? How do they 
work at the local level? How do they work at the Chicago level? 
How do they work worldwide? And they would go over in August 
with us all of the — sort of their internal processes for assuring 
independence. 

And then in the February meeting, when we reviewed the finan- 
cials and we had to make a recommendation to the auditors, we 
heard a representation from the Arthur Andersen engagement 
team that the firm had assessed its independence using these pro- 
cedures and criteria and that they believed they were independent. 
So in February, we would receive their independence — or, excuse 
me, their representation. 

Senator Collins. I understand that the Audit Committee accept- 
ed the representation of Andersen that it was independent, but I 
do not understand why the Audit Committee would accept that as- 
sertion given that Andersen had consulting, and internal and exter- 
nal auditing roles for Enron. Essentially, was not Andersen passing 
judgment on its own work? We have talked with numerous experts 
who are very critical of having the outside auditor also do some in- 
ternal auditing as well as consulting work. Does that not set up a 
situation that is just ripe for conflicts of interest? 

Mr. Jaedicke. Let me speak to the so-called integrated audit, 
which is commonly phrased as doing the internal auditing. You 
have to keep in mind that Enron probably had about on the order 
of twice as much internal auditing as Arthur Andersen did. We had 
a Risk Control Group that consisted of, I do not know, 100 people 
or more. We had the Enron Assurances Group, which were a group 
of internal auditors that had internal auditors in each business 
unit, and we had an Information Technology Auditing Group. 

Now, that alone would be a sizeable amount of internal auditing. 
What the integrated audit tried to do, two things. One is to say, 
Arthur Andersen, you have to review the adequacy of internal con- 
trols in order to make a judgment on the fairness of the financial 
statements. What we would like you to do is to go farther than that 
and do enough internal auditing on the adequacy of the internal 
controls, where you control the scope, not management, such that 
you can give us an attest opinion on management’s assertion that 
the controls are adequate. 

Now, I was in favor of that because otherwise, you get the asser- 
tion that says, we do not know of any material weaknesses. It is 
a very positive opinion. 

But the other thing I wish to emphasize is they were not audit- 
ing their own work. For example, my colleague Dr. Winokur, and 
I, worked for a couple of years responding to drafts from the man- 
agement who was working on a risk management policy, not only 
for the trading, but for liquidity and many other things. When the 
Board adopted that policy, it was our policy, but what we wanted 
Arthur Andersen to tell us is, we have done enough auditing to as- 
sure you that it is the management’s contention that it is adequate 
and we also will be able to tell you it is being followed. That is 
what we were after. 

Senator Collins. Were you aware that the fees paid to Andersen 
had increased dramatically, from $29.6 million in 1998 to $46.4 
million in 1999? 
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Mr. Jaedicke. That is total. 

Senator Collins. That is total. 

Mr. Jaedicke. Yes. Well, we were reported the fees, but I think 
about half of that. Senator, would be the baseline and the inte- 
grated audit — the baseline integrated audit and the fees that they 
charged us to express an accounting opinion on the transactions. 

Senator Collins. My point is that this work was pretty lucrative 
for Andersen and Andersen was playing more and more of a role 
and passing judgment on transactions that were risky, to say the 
least. Should it not have been a red flag to the Audit Committee, 
given how lucrative this business was, that Andersen might not be 
as forthcoming as it should have been? You have been very critical 
of Andersen for not sharing information. Should these not have 
been red flags that Andersen was playing more and more of a role, 
such that Lord Wakeham raised a concern about it? 

Mr. Jaedicke. Are you asking for my opinion? 

Senator Collins. I am. 

Mr. Jaedicke. In my opinion, I did not see it as a red flag. I saw 
it actually as some comfort that said the management is willing to 
pay fees large enough to get Arthur Andersen to tell us in a posi- 
tive way whether our internal controls are adequate and func- 
tioning, rather than to have an internal auditor working for the 
company do it, which was always, to me, a problem. 

Senator Collins. Let me ask you this question. The SEC had a 
blue ribbon commission in 1999 and 2000 that made several sug- 
gestions to ensure the independence of auditors. Are you familiar 
with those? 

Mr. Jaedicke. Well, I am familiar with some of their rules. 

Senator Collins. Let me ask you about a specific one, if I may. 
One of the recommendations that the SEC made was that the 
Audit Committee obtain a written statement from the auditor list- 
ing all of the relationships between the auditor and the company, 
and that the Audit Committee should then discuss each of those re- 
lationships and pass judgment — the Audit Committee should pass 
judgment, not the auditor passing judgment on itself — on whether 
or not any of those relationships compromised the independence of 
the auditor. Was that done? 

Mr. Jaedicke. The review of independence in August, I think, 
would have included that, because I think one of the criteria or one 
of the issues that you had to look at had to do with those relation- 
ships, and they reported to us on, well, what are the firm’s policies 
when you have people go to work for Enron? They also reported to 
us at one point, and I would have to look at the details because 
I have forgotten it, that there was a small joint venture, I believe 
on some software, and I really have to go back and look at it and 
see what the details were. It was considered to be immaterial, but 
it was disclosed to the Audit Committee. 

Senator Collins. Dr. Jaedicke, you have a lot of experience. 
Have you ever known an auditor to come in and say, “we are not 
independent,” or “we are too close to management” ? 

Mr. Jaedicke. No, I guess 

Senator Collins. Is it not the job to be 

Mr. Jaedicke. They would not last very long if they did that. 

Senator Collins. Exactly my point. 



35 


Mr. Jaedicke. I agree. 

Senator Collins. When the auditor is making over $40 million 
a year, the auditor is not likely to come to the Audit Committee 
and say anything other than that it is independent. Is it not the 
joh of the Audit Committee to make sure that the auditor truly is 
giving full, accurate, and independent advice to the Board? 

Mr. Jaedicke. I think the way we tried to do that. Senator — I 
agree, we should try to do it — was to say OK and once a year, at 
least, lead us through all of the controls that the firm has in place 
to help assure their independence. Again, an Audit Committee’s 
work is on the adequacy not only of the company’s controls hut also 
of the controls of their outside advisors, and we did that. 

Senator Collins. As the Chairman of the Audit Committee, you 
were the Board member most responsible for ensuring that there 
was full and complete and accurate communication between Ander- 
sen and the Board. In your tenure as Chairman, how often did An- 
dersen tell you of problems that concerned Andersen with the man- 
agement of Enron? 

Mr. Jaedicke. Well, they would usually — let me define problems. 
They would usually — these would usually come out in the form of 
saying, for example, we are engaged in a review of the internal con- 
trols of the new businesses, and then we would — and so they 
would — there was reason to believe you needed to concentrate on 
the controls. There was need for, for example, some pre-measure- 
ment type of controls in Enron Energy Systems at one point. We 
were concerned about were there access issues in Enron On-Line. 
Now, things of that nature would come out in talking to the Audit 
Committee and then we would follow that. 

And if you looked, for example, at the minutes, you would find 
that the next meeting, they would say, significant progress has 
been made in these areas. And so they did — the types of problems 
that they talked to us about were usually in connection with their 
auditing emphases or the controls that were inherent in a par- 
ticular business unit or things like that, and they brought those to 
our attention. 

Senator Collins. Mr. Duncan, in February 2001, Fortune maga- 
zine ran an article about Enron and questioned whether its stock 
was overpriced. According to the story, the company was described 
by one analyst as impenetrable, a black box to outsiders. Another 
said the lack of clarity was a red flag. You told the Subcommittee 
staff that you remembered the article, that it was not flattering, 
that you were concerned about it. Did you ask Andersen to take a 
look at the allegations in the article? 

Mr. Duncan. I did not. You must remember, I was not on the 
Audit Committee. But to answer your question, I did not ask An- 
dersen to take a look. 

Senator Collins. Did you bring it up in your role as Chair of the 
Executive Committee to any of the executives of Enron? 

Mr. Duncan. I do not remember doing so. 

Senator Collins. Dr. Jaedicke, did you bring it up to the other 
members of the Audit Committee or to Andersen and ask them to 
look into it? Fortune magazine is a well-regarded publication and 
these were pretty serious criticisms of the business for which you 
were on the Board. Did you take any action in response to it? 
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Mr. Jaedicke. Not in response to that particular article, ma’am, 
no. 

Senator Collins. Mr. Duncan, in October 2001, and I actually 
want all of the panel to answer this question, the Board became 
aware that an Enron employee had written an anonymous letter to 
Ken Lay. We now know this as Ms. Watkins’ memo. Mr. Lay ad- 
vised you that he had met with the employee and turned the mat- 
ter over to Vinson and Elkins for further review. He obviously 
thought the charges were serious enough to warrant a review, but 
then he reported to you that there was no substance to the charges. 

I would like to ask each of you, and since my time is fast running 
out, if I could just get a quick answer, did you ask to see the Wat- 
kins memos? Mr. Duncan. 

Mr. Duncan. I did not. 

Senator Collins. Dr. Winokur. 

Mr. Winokur. I did not. 

Senator Collins. Dr. Jaedicke. 

Mr. Jaedicke. We asked for a written report after they gave us 
an oral report and they had characterized the essence of Ms. Wat- 
kins’ comments in that oral report, and we asked for a written re- 
port afterwards, which we got, but not until fairly late. 

Senator Collins. Did you see her memo which warned that the 
company could implode in a wave of accounting scandals? 

Mr. Jaedicke. The first time we asked for the report, at least the 
Audit Committee did not get the memo. Now, I am talking about 
December. 

Senator Collins. Right. But did you ask 

Mr. Jaedicke. Then we asked for the memo. 

Senator Collins. When did you ask for the memo? 

Mr. Jaedicke. When we got the written report from Vinson and 
Elkins, which turned out to be — you have got to remember, a lot 
of things happened — which turned out to be at the December Board 
meeting in 2001. That is when I got the memo. 

Senator Collins. Dr. LeMaistre. 

Dr. LeMaistre. My recollection is exactly like Dr. Jaedicke’s. We 
got the memo after we heard the report. We only had an oral re- 
port saying that there was going to be an investigation. When the 
investigation was reported, we asked to see the memo. 

Senator Collins. Mr. Blake. 

Mr. Blake. Mine is very similar, and I do specifically remember 
asking for a written — we did not have a copy of the letter at the 
time that the report was given to the Board and we specifically 
asked also for a copy of the letter as well as a report from Vinson 
and Elkins. 

Senator Collins. Dr. Jaedicke, former SEC Chairman Rod Hills 
has said very strongly that he feels the Audit Committee should 
have engaged an outside firm to review the allegations in the 
memo rather than leaving it up to the CEO. Could you comment 
on that? 

Mr. Jaedicke. Yes, I could comment on that. Senator. The memo 
was — actually, memos. There were, I think, two of them, a letter 
and a memo that were given to Mr. Lay, in August at some point. 
Mr. Lay handled those as they would have been handled under the 
code of conduct. They would have required an investigation. And 
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we did not hear about the results of that investigation. We did not 
hear there was an investigation underway until about the time of 
the October Audit Committee meeting. By that time, the investiga- 
tion had been completed. 

The investigation turned up no new information. I can come back 
to that if you like. But it also — some of the issues that she had 
brought up were not even verified by the people whom she had 
named, or at least who were thought to know something about 
them. The investigation was completed and it did not say, I do not 
think, that there was nothing, there were no problems. I think 
what it said is that no further investigation seems warranted. 

Senator Collins. That really is not my point. My point is that 
the CEO chose the firm to do the investigation of the allegations 
against the firm, and Rod Hills says, as a former SEC Chair, and 
I agree with him, that it would have been better and would have 
allowed for a more thorough review of the allegations for the Audit 
Committee to control that. 

But let me move just quickly to another point, if I may. 

Senator Levin. I wonder if I could just intervene for one 
second 

Senator Collins. Please go ahead. 

Senator Levin [continuing]. Because I want to just pursue one 
aspect of the point which Senator Collins just raised to make sure 
I understand your answer. No one on the Board saw a copy of the 
Watkins memo until after the Powers Committee report was com- 
pleted, is that correct? 

Mr. Jaedicke. No. I do not think 

Senator Levin. In that case, I will let your answers stand the 
way they were. 

Senator Collins. Thank you. 

Dr. LeMaistre, you attended the October 6, 2000, Einance Com- 
mittee meeting in which Mr. Winokur suggested that Andrew 
Eastow’s compensation should be reviewed by the Compensation 
Committee, is that correct? 

Dr. LeMaistre. That is correct. 

Senator Collins. And I believe Dr. Winokur proposed that re- 
view as a control to mitigate Mr. Eastow’s conflict of interest. Yet, 
it is my understanding that the Compensation Committee did not 
at that time follow through on that recommendation. Can you ex- 
plain why? 

Dr. LeMaistre. Yes. The Compensation Committee was aware 
that there had been controls put in place for Mr. Eastow to report 
his compensation. They were aware of the fact that his approved 
compensation on both LJMl and LJM2 was to be modest. 

Second, we knew there were reports coming on an annual basis 
and on a quarterly basis and we expected information to come 
through these reports and that management, as they should have 
done, bring that to the Compensation Committee. I inquired on two 
occasions of our staff, after the first quarterly report subsequent to 
that, whether we received any information on a 16(b) officer out- 
side compensation. The answer was no. The second time I inquired 
was a few months later, in August or September, I believe, and we 
still had not received the information. With all of the events that 
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transpired, the next trigger became, of course, the October 17 or 19 
revelation that he was alleged to have made $7 million. 

Senator Collins. That was the story in the Wall Street Journal. 

Dr. LeMaistre. Yes Ma’am, that is correct. 

Senator Collins. So it took a story in the Wall Street Journal 
to prompt your going back. You had asked twice, had not gotten 
the information. But it was only when the Wall Street Journal 
learned that there was an important issue here and actually grave- 
ly understated the amount of money that Mr. Fastow was making 
that you pursued this? 

Dr. LeMaistre. That is correct. 

Senator Collins. Thank you, Mr. Chairman. 

Senator Levin. Senator Lieberman. 

Senator Lieberman. Thanks, Mr. Chairman. Thank you, gentle- 
men. 

Yesterday, attorneys for Enron provided several documents to 
the Federal Energy Regulatory Commission which related to what 
I would consider to be highly questionable trading strategies used 
by Enron in the California and Western electricity markets in the 
year 2000 energy crisis, and apparently continuing into 2001. 
These documents, which, as I am sure you know, have now been 
made public by FERC and which I had a chance to look over this 
morning were prepared for Richard Sanders, a senior official of 
Enron, by attorneys from both inside and outside the company, ap- 
parently in anticipation of possible regulatory sanctions, investiga- 
tions, and litigation arising out of the crisis, or perhaps, I suppose, 
just as notification to the traders. 

They are very interesting documents because they describe a 
range of different strategies with very colorful names, such as 
Death Star, Get Shorty, Wheel Out, Fat Boy, Ricochet, and others 
by which Enron’s traders maximized profits while gaming the sys- 
tem and taking advantage of the energy crisis in California. 

One memo which I have looked at, dated December 8, 2000, spe- 
cifically discusses the California market regulations against gam- 
ing and other predatory market behavior after it describes the 
strategies that the Enron traders were following, and in my opin- 
ion, may have been violating, although the memo is, in that sense, 
as I read it, you might say value neutral. It does not make a rec- 
ommendation. It describes the strategies and then the sanctions 
that can be applied by the California — against Enron should the ac- 
tivities be discovered, and that is a direct quote, “should it discover 
such activities, a California system operator could take these ac- 
tions against Enron.” 

So I want to ask a series of questions about that. First, was the 
Enron Board of Directors aware of the trading practices and strate- 
gies used by Enron’s traders in the California and Western mar- 
kets? Mr. Duncan or Mr. Blake? 

Mr. Blake. No, sir. We were not aware of those specific strate- 
gies, and if I may add, the first time I was aware of those strate- 
gies was when Pug Winokur and I, who are on the Restructuring 
Committee of the Board, were given those documents 2 weeks ago 
to this day and I subsequently, as Acting Interim Chairman, set up 
a Board meeting for that following Thursday, at which time we dis- 
cussed it with the Board. I think, in fairness, the predisposition 
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was to make this disclosure as responsibly and as quickly as pos- 
sible. We instructed our counsel to investigate further because Rob 
Walls, who Mr. Walls is the now-current General Counsel, but was 
not there before, just came upon these memos. 

Subsequently, the following week, last week, there was further 
discussion of this report by counsel, actually last Sunday morning, 
by counsel and the management and we, as a Board, moved to di- 
rect specifically the release of that information yesterday. 

Senator Lieberman. I appreciate the speed with which you did 
move. What was your reaction when you saw the documents 2 
weeks ago? 

Mr. Blake. I was extremely upset and disappointed. 

Senator Lieberman. Did you read them as I did, that they 
seemed to be both descriptions of strategies that were questionable 
and then an indication of what the penalties were, but almost a di- 
rective about how to avoid the law instead of how to comply with 
it? Am I overreaching, or was that part of your reaction? 

Mr. Blake. Well, in candor, my reaction was very much similar 
to yours. It certainly appeared on its face, although it was sort of 
a description of the practices, but from what I could discern, cer- 
tainly questionable practices, seemingly gaming the system — I 
think those are the exact words I used at the Board meeting — very 
offensive to me personally and members of the Board. 

Senator Lieberman. I appreciate that answer. 

Dr. Winokur, perhaps as Chairman of the Finance Committee it 
is appropriate to ask you that question, also. 

Mr. Winokur. Sir, in terms of the recent 2 weeks, I was exactly 
where Mr. Blake was. There were five meetings from October 2000 
to August 2001 in which there were reports to the Board of Direc- 
tors by management about California, and we asked questions, in- 
cluding are we doing anything wrong? There is a lot of bad press. 
Are we doing everything that we are supposed to do to comply? We 
had reports from our General Counsel on litigation. We had reports 
from our Chief Regulatory Executive. We had reports from the sen- 
ior people. And at no time ever were we given any information or 
hint of information that we might be out of compliance with the 
trading rules. 

Senator Lieberman. So that, again, as far as any of you know, 
and particularly the two of you, the Enron Board was not aware 
of these memos until 2 weeks ago, and, therefore, aware of any of 
the legal and financial liabilities that might be incurred by the 
trading strategies, is that correct? 

Mr. Winokur. Yes, sir, we were not aware. 

Senator Lieberman. Right. Let me ask this question about this 
matter, and this is as we try to work our way through what is the 
appropriate and required role for boards of directors. I mean, ideal- 
ly — well, I suppose the first question has an answer to itself, which 
you have already given. You actually asked questions. I mean, 
there was a lot of public commentary when this was going on, par- 
ticularly from people in California and our colleagues who rep- 
resent California here in the Senate or the House that Enron was 
profiteering, whatever the word was. So you asked questions, then, 
of the employees and really got what you now know are inadequate 
answers? 
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Mr. WiNOKUR. Yes, sir. I lived in Los Angeles for 7 years and 
was on the board of UCLA Hospital, so I have a lot of friends there. 
I responded to the press statements and said, are we asked ques- 
tions, are we doing anything wrong? Is there anything we should 
be talking about here? We had reports in these five meetings from 
our General Counsel, our Chief Regulatory Officer, and the senior 
executives, not everybody at every meeting, but in those series of 
meetings, all those people reported, and not once did we hear any- 
thing that suggested any impropriety in California. 

Senator Lieberman. Let me ask it in a different way, a different 
kind of question, which is, both stepping back and looking back — 
and here it sounds to me like you had public notice — you asked the 
question, you dispatched your responsibility. 

More generally speaking, what can we expect of directors in 
terms of their oversight of activities such as trading practices of a 
corporation? Let us say it would not have fit the public interest be- 
cause there was not that much interest in the California price 
spikes during that time period, so how would you set a standard 
for what directors should expect to know? 

Mr. WiNOKUR. Sir, I am not sure I was qualified, but it seems 
to me that if we ask the senior people responsible for that line of 
business and we ask separately the General Counsel to give us re- 
ports on what is going on, and we, third, set up a risk system to 
measure quantitatively how the trading system has worked, I am 
not sure I have any other suggestions. I am sorry. 

Senator Lieberman. Anyone else? Mr. Jaedicke. 

Mr. Jaedicke. It is a very thoughtful question. As far as the 
trading is concerned, we, of course, paid an awful lot of attention 
to the financial measures to say, do not take too much risk. Do not 
have too many open positions. We had an elaborate policy on that. 

Now, one part of that policy was that we were in the process of 
developing even more, was something called operational risk, and 
operational risk, we did not have it fully developed in terms of 
what all it meant, but surely, whatever it meant, it meant that you 
would try to put in control systems that would assure you that you 
were complying with the law. Our other compliance systems involv- 
ing the internal and external legal people, you would expect that 
to be part of the systems and to be reported if they were not fol- 
lowed. 

Senator Lieberman. Let me move on to one additional area of 
questioning. I thank you for that answer. As I am sure you know, 
there has been a lot of concern among the employees, former em- 
ployees, particularly, of Enron, and, of course, that concern has 
been expressed over the months since early December by members 
of Congress about the inequity, perceived inequity of the bonuses 
given to various higher-level employees of Enron at the same time 
the 4,000 or 5,000 employees who were laid off were given sever- 
ance payments that were greatly below what they expected. 

In the case of some of the bonuses, I gather that to get and keep 
the money, they had to agree to stay for 90 days. Some of the bo- 
nuses exceeded $1 million. One was even $5 million. That is con- 
trasted with the employees, who, by my recollection, received an 
average of about $4,500 each, which, as I said, was a fraction of 
what they had expected in the way of severance. 
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According to Mary Joyce, who I know you know is a VP of Com- 
pensation at Enron, the issue of severance was discussed at a 
meeting of the Compensation Committee of the Board just before 
bankruptcy, but she has said to us that she did not remember the 
substance of the discussion. Dr. LeMaistre, you are the Chairman 
of the Compensation Committee. I believe, if my records are right, 
that Mr. Duncan, Mr. Jaedicke, and Mr. Blake are members of the 
Committee. 

So my question, obviously, is can you remember and describe for 
us what was discussed at that meeting about the severance pay- 
ments, and particularly, did anyone ask if it was possible to com- 
pensate these people more fairly for the employees, that is, the 
lower-level employees, for their service to the company? 

Dr. LeMaistre. Senator Lieberman, I recall that very clearly and 
I would ask my colleagues to comment on it, to add additional 
things. It is a very important question. 

The severance plan presented by management to us required sev- 
eral different areas of interrogation by us of management, and the 
plan actually was moot because we went into bankruptcy before it 
was acted upon, if we are talking about the same severance plan, 
and I assume we are. 

The W.A.R.N. (Workers’ Adjustment and Retraining Notification 
Act) provisions can be exempted in bankruptcy and all that is al- 
lowed to be paid, if the bankruptcy court agrees, is the $4,500 per 
employee. So I think that explains the problem. 

Yes, we did discuss this. The Board of Directors met on Decem- 
ber 2, which I think is the day we went into bankruptcy. The Di- 
rectors agreed to work without compensation and expressed the de- 
sire that our fees go to the employees or to an employees’ fund. 
Later, we were told it was too complicated to work that out. 

We discussed this because we were very much concerned about 
what was happening to the employees. I would remind you, one of 
the prime reasons everyone should be concerned about that is as 
far as I know now, a very small number of employees created a 
major part of the internal problems at Enron and there were more 
than 20,000 very honest people there 

Senator Lieberman. Correct. 

Dr. LeMaistre [continuing]. And those are the ones that suf- 
fered. 

Senator Lieberman. Who suffered? So am I hearing you cor- 
rectly, that you would have wanted to give the 4,000 or 5,000 em- 
ployees something closer to the severance payments they thought 
they were entitled to under their agreements, but you could not do 
it according to bankruptcy law? 

Dr. LeMaistre. Well, we were — if I recall correctly, and I would 
ask the members of the committee to comment, the first discussion 
was on a Saturday, December 1, and I think the next day, Sunday, 
December 2, we were ready to propose this. Unfortunately, Enron 
had filed for bankruptcy at 2 a.m. in the morning on Sunday, and 
so we were governed by bankruptcy law. 

But to answer the other part of your question, the high bonuses 
that you 

Senator Lieberman. Right. 
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Dr. LeMaistre [continuing]. Alleged to be high. Those were for 
traders. We felt that the traders were the group that was essential 
to hold the company together. In the weeks approaching bank- 
ruptcy, we were trying desperately to hold on to them. We were 
trying to merge with l5ynegy, and the traders were of primary in- 
terest to Dynegy. That was really the group they wanted. 

Second, we knew that they were being sought by many other 
companies because of Enron’s public problems, and, therefore, we 
were trying to give them a 90-day stay bonus 

Senator Lieberman. I see. 

Dr. LeMaistre [continuing]. Which had a draw-back on it. They 
had to repay if they did not. 

Senator Lieberman. If they 

Dr. LeMaistre. If they did not stay. 

Senator Lieberman. For the 90 days? 

Dr. LeMaistre. Yes, that is correct. 

Senator Lieberman. So that explains my other concern, which 
was why you would give such large bonuses for people who are only 
staying 90 days, and you are saying you were doing it because they 
were traders and you wanted them for that period of time. 

The light is up, so I am going to close in a minute on my time. 
Do I take it that bankruptcy law did not similarly prohibit the com- 
pany from paying the large bonuses 

Dr. LeMaistre. That occurred before we were under bankruptcy. 

Senator Lieberman. You made the decision before? 

Dr. LeMaistre. Timing, yes. 

Senator Lieberman. OK. My time is up. Thank you. 

Senator Levin. Senator Fitzgerald. 

Senator Fitzgerald. Thank you, Mr. Chairman. This is my first 
meeting at the Governmental Affairs Committee and this Sub- 
committee. I just joined the Committee, and I appreciate you hav- 
ing me on. I think I get assigned to all the committees inves- 
tigating Enron. 

Senator Levin. The Chairman, I think, wants the honor of wel- 
coming you 

Senator Lieberman. Yes. 

Senator Levin [continuing]. But we welcome you to the Sub- 
committee today, and the Chairman can do that appropriately. 

Senator Lieberman. Thank you. Senator. Senator Fitzgerald, we 
welcome you here. This is a very interesting Subcommittee with 
very significant oversight responsibility and we are delighted to 
have you and I am sure you will contribute substantially to our 
work. 


OPENING STATEMENT OF SENATOR FITZGERALD 

Senator Fitzgerald. I am pleased to be aboard, and all of you, 
thank you. Some of you, I have met you in the Commerce Com- 
mittee, which has also had several hearings on Enron. 

Some of you may know my theory on Enron. I was the one who 
described Enron as a gigantic pyramid scheme or Ponzi operation, 
and if I could just explain why I say that. Mr. Blake made mention 
earlier of the SPEs being used to improve liquidity and get debt off 
the balance sheet. After going through several of those SPE trans- 
actions and all the 41 boxes that were delivered to the Commerce 
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Committee, I concluded that what Enron was doing was creating 
off-the-books partnerships, instructing those off-the-books partner- 
ships to borrow money, in essence, and then Enron would transfer 
assets to the off-the-books partnerships. The partnerships would 
borrow money, while Enron had typically guaranteed their bor- 
rowings, and then the SPEs or the partnerships would pay Enron 
for some asset that Enron had transferred to the SPE. 

But Enron had always provided a credit support in all the cases 
I looked at for the borrowings of the SPE, and if you really reduce 
this to simple terms, Enron was simply borrowing money, filtering 
the borrowings through the off-the-books partnerships, and then 
booking that borrowed money as income, and that is how you built 
up some $20 billion worth of off-the-books indebtedness. But Enron 
was contingently liable for that indebtedness, and when you filed 
for bankruptcy in December, it was because you had a very famil- 
iar problem. You had too much debt. You had several billion dollars 
worth of indebtedness coming due and Enron could not pay it. 

Now, I think these specific transactions were very well disguised. 
I think that the management obfuscated enough, used high- 
falluting sounding language to describe all these transactions to 
make them sound legitimate. I think it would be very difficult, you 
would really have to be on your guard to figure out what they were 
up to. 

But I have also felt that in the hands of management was plenty 
incentive to engage in this kind of pyramid scheme, to keep book- 
ing fictitious earnings, and that incentive was to keep the stock 
price up, and they wanted to do that because many of them had 
millions or tens of millions, and in some cases hundreds of millions 
of dollars worth of stock options in their hands. 

Now, many of the senior managers cashed in their stock options 
and got out of the company before it all spun out of control. There 
are many people who got out of the company, having successfully 
cashed in millions of dollars worth of stock options. I think Mr. 
Baxter, who committed suicide, got out a long time ago. Others, the 
Army Secretary, got out quite some time ago. 

Mr. Skilling tried to get out last summer. He succeeded in cash- 
ing in, I think, $78 million worth of his options, of 1.7 million op- 
tions in 2000 and 2001. He got out. I have heard reports that Mr. 
Lay had lined up a job at another company and was planning to 
get out. He cashed in in the last 2 years $82 million worth of op- 
tions. In all, the top 29 executives at Enron cashed in some $1 bil- 
lion worth of options in the last 3 years, according to reports that 
I have read. 

I have several questions for you. I notice that the compensation 
of the Board, total compensation in fiscal year 2000 for each Board 
member was roughly an average compensation of $329,000 per 
Board member. Some got less, some got more, depending on what 
committees they chaired, what committee meetings they attended. 
Only a small portion of that compensation was cash compensation. 
The average Board member got $78,000 in cash compensation, but 
the average Board member got $250,000 in stock options. 

The question I have to ask to you is, your interests were to see 
that the stock price kept going up, given that your compensation 
was so heavily weighted towards options. Did you all not have a 
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financial interest in seeing those options go up and always be in 
the money? I understand you could exercise them — they did not ex- 
pire for 10 years, and so you did not have pressure to cash them 
in right away. 

But do you care to comment on that issue? I mean, were your 
interests really aligned with the interests of the long-term share- 
holders? How many shares did each of you own outright in Enron, 
excluding options? How many shares? Mr. Blake. 

Mr. Blake. I cannot quite remember, sir. I bought some initial 
shares of both Enron and Enron Oil and Gas and EOTT and North- 
ern Border Partners when I first joined in 1993 as a statement of 

interest in the company, and 

Senator Fitzgerald. How much do you think you had 

Mr. Blake. I might guess 

Senator Fitzgerald. What was your cost basis? 

Mr. Blake. Maybe about 3,000 shares, something of that nature. 

Senator Fitzgerald. And would that be, like, $30,000, or 

Mr. Blake. Yes. Well, I also made a purchase in October 2001 
that was $80,000, so I would say probably something in excess of 
$100,000.1 

Senator Fitzgerald. Dr. LeMaistre. 

Dr. LeMaistre. I had — I lost approximately $3.5 million in 
shares of the restricted stock, which is a gift, of course, and in the 
stock options, I cannot give you the exact total, but I would say 
something in the order of maybe 40,000, 50,000 of beneficially 
owned stock 

Senator Fitzgerald. Forty or 50,000 shares? 

Dr. LeMaistre. Yes, something like that. 

Senator Fitzgerald. That you had bought outright, or had 

Dr. LeMaistre. Had bought outright, maybe more than that. I 

cannot remember the exact figure 

Senator Fitzgerald. And that you owned in your own account? 
Dr. LeMaistre. That is right, and 

Senator Fitzgerald. What would your cost basis have been in 
that, roughly? 

Dr. LeMaistre. Well, they were bought all the way back to 1991, 
so I would have to recalculate that to tell you that. I would as- 
sume — I really could not answer it accurately without looking at 
notes. I would be happy to do that. 

Senator Fitzgerald. A hundred-thousand dollars, maybe? 

Dr. LeMaistre. Probably. ^ 

Senator Fitzgerald. About $100,000. 

Dr. LeMaistre. A little more than that, I think, but 

Senator Fitzgerald. A little more than that? 

Dr. LeMaistre. Yes. 

Senator Fitzgerald. Mr. Jaedicke. 

Mr. Jaedicke. I could give you the information. I would be glad 
to send the exact information. My recollection is it would be slight- 
ly over 20,000 shares, many of which were taken as part of Board 
compensation. 

Senator Fitzgerald. But what would your cost basis for what 
you had 


^See Exhibit No. 80 which appears in the Appendix on page 665. 
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Mr. Jaedicke. Well, the cost basis of the shares taken for Board 
compensation would be that I was paid ordinary income at the time 
I got them. So, I do not know, I suppose it would be between $20 
and $30 or $40 a share. I do not know what the average would be. 
Again, I can supply that to you.i 

Senator Fitzgerald. I would be very interested in that. Dr. 
Winokur. 

Mr. Winokur. Yes, sir. I own approximately 80,000 shares. I 
have a cost base of about $1.8 million or $1.9 million. Some of 
those were shares I bought. Some of those were shares from op- 
tions that I exercised and did not sell. I have never sold a share 
of stock. 1 

Senator Fitzgerald. So you had some skin in the game, as 
SherronWatkins would say? 

Mr. Winokur. Yes, sir. 

Senator Fitzgerald. Mr. Duncan. 

Mr. Duncan. I now own 167,000 shares. I have owned those 
shares from the beginning. I cannot now recall my cost basis. I do 
recall that the options that I exercised only last year, and held, I 
did pay ordinary income tax on them, so that changes the arith- 
metic a little. But broad general statement, I lost over $10 million. 

Senator Fitzgerald. How much money do you think you had in- 
vested, though, your total cost basis 

Mr. Duncan. Well, if you go back 

Senator Fitzgerald. Now, did you acquire those shares from 
prior companies that Enron merged with? 

Mr. Duncan. No. When Enron sold for cash — excuse me. When 
Houston Natural Gas sold for cash to InterNorth, then I took my 
proceeds and invested the proceeds in Enron. 

Senator Fitzgerald. OK. 

Mr. Duncan. At that particular time, if my memory serves me, 
it was about $1.5 million. i 

Senator Fitzgerald. So some of you did have substantial invest- 
ments in the company, and I would think your personal financial 
interests were, for some of you, very closely aligned with those of 
ordinary shareholders. 

Did any of you think about what kind of temptations, though, 
could be in the hands of senior managers when they stood to make 
the kind of sums Mr. Skilling and Mr. Lay did by cashing in their 
options, because cannot any company fictitiously goose-up its earn- 
ings per share to keep its stock price high, for a while, at least, 
until other people catch on? When there is so much in options out- 
standing in the hands of senior management, does that not begin 
to worry some of you as Directors that, ultimately, their interests 
could no longer be allied with the interests of the long-term share- 
holders? They could just try to goose the stock price, cash in their 
shares, and get out of the company? Would any of you care to com- 
ment? 

Dr. LeMaistre. Let me make a comment. Senator Fitzgerald, 
that first, the policy of awarding stock was to ensure that they kept 
their eye on the ball and saw that the stock price increased for the 
shareholders’ benefit, because that is really what the shareholder 


^See Exhibit No. 80 which appears in the Appendix on page 665. 
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does, he invests in a company and wants that stock to increase. So 
that over the period of time, to have the stock increase, the employ- 
ees win, hut also the shareholders win. So I think that it is a two- 
edged sword. If one gets the incentive so high that is all that peo- 
ple are really working for in order to cash out 

Senator Fitzgerald. As Chairman of the Compensation Com- 
mittee, did you ever worry that mayhe the incentives were so high, 
there were so many options outstanding, that, boy, maybe we have 
a problem here, because some people play a game here? 

Dr. LeMaistre. I did not worry about it, primarily because I 
talked to our Towers Perrin consultant every year about whether 
our scale of pay, our programs, including the incentive pay that we 
had, especially the incentive pay, was commensurate with exactly 
what was being done by companies our size. We had our last report 
as of the spring of 2001 that said we were right on target with 
where we were supposed to be. 

Senator Fitzgerald. Can you think of any other motivation that 
management would have had to engage in such aggressive account- 
ing and gimmicks to keep the earnings up, other than to keep the 
share price up to keep their options in the money, because they 
were getting very rich very quickly on this scheme while everybody 
else was — all your other rank-and-file employees were wiped out, 
pension funds were wiped out, and $60 or $70 billion in market 
capitalization was lost, but a lot of your inside management got 
very rich and came out very well on the whole thing. Can any of 
you think of any other motive that management would have had 
for deceiving the Board and deceiving the public? 

Dr. LeMaistre. Senator, I do not want to monopolize the time, 
the other Subcommittee Members may want to speak to this, but 
I will say that we thought the integrity and honesty of our employ- 
ees, especially those in key positions, was intact, and that was the 
most important thing. We had quarterly reviews of all of the high- 
er-level echelon officers by Mr. Lay directly to the Compensation 
Committee and then a very large review annually in our manage- 
ment development responsibility. So we thought we knew these in- 
dividuals well. I have no answer for your question except that the 
problem was, in my opinion, dishonesty and lack of integrity. 

Senator Fitzgerald. Mr. Chairman, I appreciate the Subcommit- 
tee’s time, and all of you, thank you for being here today. 

Senator Levin. Thank you. Senator Fitzgerald, and again, it is 
great having you with us. Senator Carper. 

OPENING STATEMENT OF SENATOR CARPER 

Senator Carper. Thanks, Mr. Chairman, and to each of you, wel- 
come and we appreciate your time and your testimony today and 
your responses to our questions. 

Before I was elected as Senator about 2 years ago, I served as 
Governor of Delaware for 8 years. One of the things I learned as 
Governor was that when things went well, I was wise to share the 
credit. When things went badly, I was wise to assume the blame. 
One of my frustrations in listening to the testimony here this 
morning, and frankly, listening to the comments of those who 
served in very senior positions at Enron, relatively few people seem 
willing to accept the blame. 
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I, for much of my life, served in the Navy as a Naval flight offi- 
cer, about 23 years, in fact, on active and reserve duty. In the 
Navy, we have a tradition, and a proud tradition, that the captain 
of the ship assumes the responsibility when things go badly, or the 
commanding officer of the squadron that I served in assumed re- 
sponsibility, was held accountable and responsible when things 
went badly. 

Obviously, from your testimony today, you believe that you were 
deceived and misled. Who bears the responsibility? If not the 
Board, if not the Audit Committee, if not those with whom you 
served, if not the Chairman, who does deserve the blame? Who 
should step forward and say, this is my fault? 

Mr. Jaedicke. Are you directing that at me? 

Senator Carper. From any of you, please. 

Mr. Blake. Well, I will speak for all the Board and say that we 
feel terrible, what has happened here, and we have scrutinized our 
own behavior and we have asked the question numerous times, 
what could we have done differently? I am absolutely convinced, 
sincerely, honestly convinced that the controls, had they worked, 
this would not have happened, and I feel absolutely misled in light, 
too, with that question. 

I do not know where the fault lies. I mean, I accept the same phi- 
losophy as you do, and as the CEO of many companies, it is my 
ship and I am totally responsible for its conduct and the companies 
that I run. I absolutely philosophically totally agree with you, with- 
out exception. I do not know where the fault lies here. I do not 
know enough of the information. I do not want to get into personal- 
ities today, but 

Senator Carper. If you do not, and those of you with whom you 
serve — excuse me for interrupting, but if you do not know where 
the fault lies, how are we going to figure that out? 

Mr. Blake. We do not know the facts, sir. I do not know what 
Ken Lay knew or did not know. I would love to know. I would like 
to know what Jeff Skilling knew and what he did not know, be- 
cause I look to them as leaders of the company, responsible to the 
Board in the exercise of their particular responsibility as the chief 
executives of the company and responsible for the ship. I want the 
answer, too. I do not have an answer. If I had the facts, I would 
give it to you, honest. 

Mr. WiNOKUR. Senator, I served on the Powers Committee, the 
special investigative committee, and as that report indicates, there 
is considerable ambiguity in exactly who knew what, when, and 
how, because our committee was not able, as government agencies 
can, to subpoena people, to force them to talk, and so on. So I think 
all of the interviews have been provided to you and there are nu- 
merous investigations underway by people who have the ability 
and the authority to find out answers to those questions. 

But I concur with what Norm said. I think we reacted as best 
we could to the information we had. We relied on the candor of 
management. We relied on our advisors to do their job, which was 
to confirm what we were being told, and there is a lot left to be 
learned, unfortunately, as the Powers Committee report indicates. 

Senator Carper. Anyone else? 
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Mr. Jaedicke. I agree with the two statements that have heen 
made. I guess all I would say to elaborate on that, or to mayhe 
bring up another point, is to say — and I guess I am speaking from 
the viewpoint of an Audit Committee, although I think it would be 
the same for a Board, as well, is that there is this classic problem 
that the information that the Board needs to do the oversight, not 
entirely, but largely comes from management. And so the people 
you are supposed to be overseeing do control a great deal of the in- 
formation. 

Now, how do you deal with that? Well, you try to put controls 
in place. You also hire an external auditor. We had within Enron 
an organization that I thought supported that, those kinds of 
checks and balances, because, for example, we had a separate fi- 
nancial officer, a separate accounting officer, and a separate risk 
control officer, a separate legal officer. None of those were com- 
bined and all of them reported in at the same level. 

Dr. LeMaistre makes a very good point, also, with this whole 
thing, you hire one of the best accounting firms in the business, or 
at least that was their reputation. The same with legal. You try to 
assess management, and we had no reason to distrust management 
or our outside advisors. Where you feel let down is when you do 
not get the information that you need to act, and I do not know 
how you can act if you do not have that information. 

Senator Carper. What punishment is appropriate for those who 
have led to this debacle? And again, this is for any of you. 

Mr. WiNOKUR. Senator, I will just speak for myself. I am not a 
lawyer, and I am certainly not a criminal lawyer, I am not a civil 
lawyer. I do not have any idea what is appropriate. I hope the in- 
vestigation pursues everything it can to find out everything it can 
because I think all of us, you, the Directors, the employees, deserve 
to know who knew what, when, how, and why. But I could not com- 
ment on the 

Senator Carper. Anyone else? 

Mr. Duncan. Only that we share your frustration. 

Senator Carper. I serve on three committees that have con- 
ducted parts of the hearings into Enron and we will presumably be 
developing a legislative package to address a number of the sugges- 
tions that we have heard throughout the course of the last several 
months. They include the roles of the auditing firms, the inde- 
pendent audit, whether they should rotate firms, whether we 
should rotate lead auditors, issues involving independence of the 
board, how many independent directors should there be, what con- 
stitutes a breach of independence, issues involving 401(k)’s, how 
long people should have to hold their company stock in order to 
vest. 

Some of the people who have testified to us have said, you should 
legislate little. You should let the market force the corrections and 
punish those who make the reforms, adopt the reforms, and that 
is the better approach. We have heard from people who say the 
SEC should do certain things, that the board exchange, the New 
York Stock Exchange and others, should push various reforms. 

In the end, what should the Congress do? What should we do in 
some of the areas that I have mentioned or others that I have not 
touched on? What should we do as legislators? 
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Dr. LeMaistre. Senator, I would like just to agree with you. I 
think there is much the Congress can do once the facts are known. 
I think the only thing the Congress can do now, though, is to await 
the final understanding of exactly how this happened, how Enron 
was brought down and by whom, and where controls need to be 
placed, not by the Board but by either law or by the voluntary or- 
ganizations, and businesses that do this, such as the auditors. 

But there is going to be a role for legislation. It may be a mid- 
point between those that said, leave it alone and let it happen, and 
those of us who are a little bit emotional about getting everything 
done right now. I think the best thing to do is to let the process 
of justice go through here where we will find out everything, and 
I am looking forward to that understanding, because I could an- 
swer your question better then. 

I will say this to you. A Board like this one that has been 
through what we have been through would be willing to help you 
in any way we can and tell you where we think, in some more de- 
tail than we can do today, what really happened and why we were 
let down. I think we do not know enough today to tell you more 
about what is the real problem. 

Mr. Blake. Senator, if I could add one thing, I want to go back 
to the point you made. It gets down to the leadership. You cannot 
legislate leadership. It gets down to what the role of a leader of an 
organization is, the culture of the organization he is responsible 
for, the discipline and the incentives put in place to encourage 
character, honesty and integrity as an offset to greed or whatever 
may be the other compelling factor in someone’s mind. 

I have been associated with some very successful companies as 
an employee and as a leader of that company, and stressing values 
above performance, values above compensation, a sense of integrity 
and sense of purpose about the company, is what it is all about. 
There has to be a higher purpose for that company ultimately to 
be successful. It should not be motivated by short-term windfalls 
of stock prices. It should be motivated by the vision of the com- 
pany. It should become sort of imbibed in the person. You know 
what I am talking about. That is what real leadership is about. 

So I have to say my honest answer to your question, it starts 
with leadership. Forget about anything else. It starts with leader- 
ship, and if it is not there, then the company will fail. 

Senator Carper. Well, there are certain things we can do. We 
are not very good at legislating integrity or character, but that is 
obviously what is needed to best ensure that these kinds of things 
do not happen again. 

Anybody else in terms of — I know my time is expiring. 

Mr. Duncan. Senator, I would agree that it would be very dif- 
ficult to legislate integrity. It would be very difficult to write the 
law on leadership and character. But there are some issues, in my 
opinion, that your Subcommittee and this Congress and this Senate 
should consider, and one of them is that stock option problem of 
how it is accounted for. 

And one of the problems that really is a catch-22, if the Dow had 
not moved from 3,000 to 10,000 while these employees had their 
options, their 7- and 10-year options, then they would not be so re- 
warded. But when the whole market moves up and they want to 
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go to work for options and the overhang of the stock is one of the 
things that we kept worrying about. We worried that we wanted 
to compare ourselves with other companies on the overhang, i.e., 
the amount of options that were out in relation to the total number 
of shares of stock, and was that in the ballpark, and if it was in 
the ballpark and if we thought we were hiring and were hiring the 
youngest, the brightest leaders, then they wanted options and we 
would issue options. 

But once issued, if they were 10-year options and the whole mar- 
ket triples, then you have a catch-22 there, which is an incentive 
to get out, and I do not know the answer to that. If we would have 
issued these options in 1970, at the end of the 10-year period, they 
would not have any profit because the market did not move. And 
so I do not know how you put that into legislation. 

I will say that one of the reasons, in my opinion, that the Amer- 
ican system has worked so well for the majority of the leaders is 
because they had options and they led the company with leadership 
and integrity and they made themselves and their families some 
money. So if that had to have been removed from the system en- 
tirely, I do not think the American economy would be doing as well 
as it is today. 

Senator Carper. Thank you for those comments, and Mr. Chair- 
man, thank you for allowing me the time. 

Senator Levin. Thank you. Senator Carper. Senator Durbin. 

Senator Durbin. Thank you, Mr. Chairman. Let me say at the 
outset that I am personally familiar with one of the members of the 
panel. Dr. LeMaistre and I became acquainted almost 20 years ago. 
Dr. LeMaistre, you are one of my heroes 

Dr. LeMaistre. Thank you, sir. 

Senator Durbin [continuing]. What you have done in the field of 
public health has saved countless lives, not just in Texas, but in 
our Nation and around the world 

Dr. LeMaistre. Thank you. Senator. 

Senator Durbin [continuing]. And I am truly sorry that you are 
in this predicament now and wearing a different hat, but I wanted 
to start off by saying my admiration for you has not been dimin- 
ished in any way whatsoever by this. 

But I want to raise this question. Let me concede at the outset 
I am a liberal arts lawyer. I am not a business major, so I struggle 
to understand a lot of the things that you talk about, which are 
common parlance for people who are involved in business. But oc- 
casionally, I rely on folks that I think really get to the core of the 
issue for me, and the person that I turn to once a year and make 
sure I never miss his views on life is a fellow by the name of War- 
ren Buffet, who puts out the Berkshire Hathaway Annual Report. 
It should be “must” reading for everyone in Congress, if not every- 
one in business, because I think Warren Buffet has proven that you 
can do things differently and still be very successful. 

Here is what he said in his most recent report to the share- 
holders of Berkshire Hathaway. He said, “Though our corporate 
performance last year was satisfactory, my performance was any- 
thing but. I manage most of Berkshire’s equity portfolio and my re- 
sults were poor, just as they have been for several years.” 
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He goes on to say, “One of my ground rules is applicable. I can- 
not promise results to partners. But Charlie Munger,” who is his 
vice chairman, “and I can promise that your economic result from 
Berkshire will parallel ours during the period of your ownership. 
We will not take cash compensation, restricted stock, or option 
grants that would make our results superior to yours. Additionally, 
I will keep well over 99 percent of my net worth in Berkshire. My 
wife and I have never sold a share, nor do we intend to.” 

“Charlie and I are disgusted by the situation so common in the 
last few years in which shareholders have suffered billions in losses 
while the CEOs, promoters, and other highers-up who fathered 
these disasters have walked away with extraordinary wealth. In- 
deed, many of these people were urging investors to buy shares 
while concurrently dumping their own, sometimes using methods 
that hid their actions. To their shame, these business leaders view 
shareholders as patsies, not partners. Though Enron has become 
the symbol for shareholder abuse, there is no shortage of egregious 
conduct elsewhere in corporate America.” 

My question to you, because some of you — Mr. Duncan, you 
talked about your business experience and your success — and oth- 
ers, as well, have dedicated your lives to American business. You 
have taken risks. Some have succeeded and some have failed. For 
your successes, you have been rewarded, and that is the nature of 
capitalism and free enterprise, as it should be. 

But reflect for a moment on what it says to America that we can 
step back and look at this viper’s tangle of Enron and judge that 
Mr. Lay was worth over $140 million a year to create this fraud 
on the American public, or that Mr. Fastow was discovered to be 
making an additional $15 million which had not quite come to 
light. Think about what this says to the rest of America that wants 
to believe this is on the square. I do not think it meets the stand- 
ard and test which Warren Buffet is talking about here. 

I think Enron, as I said at the outset, has shaken us to the core. 
I do not think any Americans are opposed to success. That is what 
America is all about. That is the American dream. But this is not 
success, this is fraudulent conduct that has resulted in unjust re- 
wards. 

I would like to ask you. Dr. LeMaistre, you deal in your hospital 
situations with some of the most gifted men and women in the 
world, skilled people who give more of their lives than any of us 
even in Congress and receive a tiny fraction of what some of these 
corporate officers were receiving. Help me put this in perspective. 
Help me understand why we should use as a standard who is mak- 
ing the most in business to decide who is worth an extra dollar. 

Dr. LeMaistre. Senator, your quote and your question come 
right to the point. I think that it is difficult for someone who has 
come from a purely academic background to speak to this because 
M.D. Anderson is an academic institution and we do not use the 
same pay methods that we are talking about. 

The real problem, it seems to me, is that we need more disclo- 
sure from the leadership of business as to what the principles are 
on which they are operating their companies. We had an inquiry 
earlier about what went on in California, for example. This Board 
was never told of any illicit practices that were going on in Cali- 
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fornia. I think that the leadership should be required to tell a 
board and the shareholders what their practices are going to be. 
We know in medicine exactly what they are going to be and we 
have a high standard, and if it is not met, then there is a remedial 
action taken. 

As a consequence, I would like to see the same stringent ap- 
proach to the responsibility for leadership, including boards, and 
all of business, because I think we can find ways. I think it is going 
to require, though, as I said before you came back in, that we real- 
ly understand thoroughly what happened at Enron. I think the 
Powers Report is a first, and a very quick look at that, and until 
we get testimony under oath, I do not think we are going to fully 
know exactly why charges like gaming are being made in this 
thing. 

Senator Durbin. Let me use another illustration and then ask 
the other panelists to comment, as well. About a month ago, the 
New York Times in the business section published the salaries of 
the top 100 executives in the United States and they compared 
what they were making to the performance of their corporations. 
Now, you have heard this story repeatedly, how boards of directors 
have repeatedly given bonuses and extra payment while the com- 
pany is going into the dirt. 

If you are standing on the outside looking in from the viewpoint 
of an average citizen or a worker or an investor or someone whose 
pension is on the line, you have got to say this is an upside down 
world. There must be such a closed culture within American cor- 
porations that they believe they are royalty, that they can treat one 
another with royal conduct even if they have not performed accord- 
ingly. When I look at some of these salaries that are being paid 
here, this goes way beyond incentive compensation. 

Mr. Duncan, you started long ago. Your opening testimony talked 
about your distinguished career in business. You have seen some 
dramatic changes in executive compensation, have you not? 

Mr. Duncan. I certainly have. 

Senator Durbin. Are they fair? 

Mr. Duncan. What a comp committee has to do in today’s world 
is try to determine whether that executive is the best and then de- 
termine what he can get if he walks across the street. 

When I was President of Gulf and Western, there were two guys 
working there, Michael Eisner and Barry Diller. They made a lot 
more than I did. Why? Because they could walk across the street 
and get more money, and representing the shareholders, we did not 
want them to walk across the street. 

So one of the catch-22s that you face is that you have to pay the 
going rate. Now, the second part of your question, is the going rate 
ludicrous? Yes. But when you have a large corporation and you 
have 20,000 employees and you want the corporation to succeed, 
then you cannot ignore what the going rate is, whether you think 
it is right or wrong. 

And incidentally, I like Warren Buffet’s approach. He is my hero, 
too. But he can talk with luxury because he is the second richest 
man in the United States. So he can enjoy saying, “I am not taking 
a dollar.” But the young guy who is fresh out of MBA school, who 
has kids that are growing up and knows what he can get if he 
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walks down the street, you cannot ignore that, either, and it is a 
tough problem, and it is helped by the fact that the Dow keeps 
moving and stock options are in the mix. It is really helped by that 
fact, because everybody starts reading what the other guy is mak- 
ing. 

Senator Durbin. I could defer to our Chairman on the stock op- 
tion question. We are both cosponsors of legislation which he has 
introduced on this issue. 

But Dr. Winokur, would you comment on this executive com- 
pensation? What is, I think, brewing in this land is a feeling of dis- 
gust about how much people are being paid and how the chasm be- 
tween the average person who gives his life to Enron, puts his en- 
tire pension and future in that Enron 401(k) and sees it disappear 
while others are skating away with second and third multi-million- 
dollar homes, there is a basic injustice here. There is a feeling of 
privilege which is not part of the American experience. Could you 
comment on that, as well? 

Mr. Winokur. Yes, sir. I manage a private investment partner- 
ship with a number of financial institutions involved and the way 
our partners get paid is after our limited partners have been paid 
all their money, and a return on their money, and all that cash has 
been sent out, then we split what is left if any is left. So I am the 
last guy in the food chain, so I am very sympathetic to both you 
and Warren Buffet and Charlie Munger’s point. 

I would just make one suggestion of an item to consider as the 
Chair and you consider the stock option matter. It has seemed odd 
to me in the companies in which we invest that if we issue stock, 
restricted stock, to the employees, there is a charge to earnings. If 
we issue stock options, there is not a charge to earnings, a point 
you obviously know well. But if we issue options but the options 
vest only on achievement of performance criteria, there is a charge. 

Now, it would seem to me it would go the other way around, that 
is, that you would want to give people incentives not to receive 
compensation unless they have actually performed, as opposed to, 
as my colleague, Mr. Duncan, said, have a ride on the market. I 
do not know if that is helpful, but it is something that has occurred 
to me. 

Senator Durbin. Well, I stopped short of reading the next sen- 
tence in Warren Buffet’s report, but I am going to read it now since 
it is an open invitation. He says in his annual report, “One story 
I have heard illustrates the all-too-common attitude of managers 
toward owners. A gorgeous woman slinks up to a CEO at a party 
and purrs, T will do anything, anything you want. Just tell me 
what you would like.’ With no hesitation, he replies, ‘Reprice my 
options.’ ” [Laughter.] 

A lot of us believe that this option business has gotten completely 
out of hand, not just for tax purposes but as incentives for com- 
pensation. I thank you for your testimony today, and Mr. Chair- 
man, thank you for this hearing. 

Senator Levin. Thank you. Senator Durbin. 

We are going to proceed for perhaps 45 minutes to an hour here 
and then break, perhaps completing this panel, but perhaps not. 

I am absolutely amazed at your denial of any responsibility for 
what happened at Enron. From the outside, Enron appears as a 
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case where insiders made fortunes, much of it based on stock op- 
tions, jacking up share prices, while the shareholders were left 
holding an empty bag. That is from the outside. From the inside, 
I think there is responsibility just from what we are going to go 
into right now and what we have gone into. What the Board knew 
should have triggered on the part of the Board a heck of a lot 
greater vigilance than it did. 

In the words of the Powers Report, which we are going to try to 
demonstrate here factually with documents, “The financial report- 
ing abuses of management could and should have been prevented 
or detected at an earlier time had the Board been more aggressive 
and vigilant.” That is the Powers Report. You deny even that, that 
you could have been more aggressive and vigilant. You just point 
your fingers at management, and let me tell you, they bear a lot 
of the responsibility, plenty of it, and their time will come. 

But now, you should step up to the plate. You are the Board. You 
are the captain of this ship that went down, and you are denying 
any responsibility. 

All of those red flags which we are going to go into, you say you 
did not see them, they were not there, you were not told. There 
were plenty of things you were told and that you knew which 
should have triggered much stronger action on your part. I want 
to go into some of those right now because I do not think the facts 
support your denial of any responsibility, and I just don’t buy it. 

There is responsibility in this Board and it should be accepted. 
Otherwise, directors are going to duck responsibility in all corpora- 
tions, blame it on people who did not tell them things, even though 
there were warning signals and even though there were facts, 
much more than warning signals, facts which we are going to go 
into which were brought to the attention of the Board and which 
should have triggered action on the part of the Board. 

First, I want to talk about Whitewing, one of these complex 
transactions. This was an early step which you took as a Board 
which waded into dangerous waters. 

The strategy of Enron was to become asset-light. That means 
selling assets to or syndicating, sharing the liability or risk of as- 
sets, with a third party. The money raised from the sale of these 
assets was then to be used for new instruments that would offer 
a higher return, and the sales would improve your balance sheet. 

Enron called these assets that were held for sale merchant as- 
sets. I want to talk to you about how Enron set about selling these 
assets and finding outside investors to invest in them, and I will 
be asking most of these questions of Mr. Winokur, as Chairman, 
and Mr. Blake. Both of you were on the Einance Committee. 

Eirst, back in 1997, according to the CFO magazine, Enron is 
having a challenging year. The debt is the result of enormous 
growth. It was higher than was consistent with your credit rating, 
and retaining a high credit rating was critical to the success of 
your trading business. So with that background, Mr. Blake first, 
what can you tell me about Whitewing and Nighthawk? 
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Mr. Blake. Well, as the chart indicates,^ this is a means by 
which to substitute equity for debt, and that is the $1 billion that 
comes in from Whitewing is proceeds that can be used to pay down 
debt, and when you are transferring convertible preferred stock to 
Whitewing. 

Senator Levin. Now, when you talked to our staff, did you tell 
them that you did not have much recollection of this? 

Mr. Blake. That is correct. I did. Senator. 

Senator Levin. So you have refreshed your recollection since 
then? 

Mr. Blake. Yes, I have. 

Senator Levin. Fine. Mr. Winokur, what can you tell me about 
White wing and Nighthawk? 

Mr. Winokur. Nighthawk, which is really an entity owned by 
Citibank, put up $500 million. Enron put up $500 million into 
Whitewing, which was an LLC, and that company took the $1 bil- 
lion and paid it back to Enron, so Enron had net $500 million with 
which it could pay down its debt or make further investments. 

Senator Levin. All right. Now, when you met with my staff, did 
you also tell my staff you did not have much recollection of that 
transaction? 

Mr. Winokur. Yes, sir. 

Senator Levin. Now that you have refreshed your recollections, 
Enron was borrowing a half-a-billion dollars from Citibank, but it 
did not show up on the balance sheet of Enron as debt but rather 
as preferred shares, which looked more like equity than debt. It 
was a loan disguised as equity in order to avoid showing debt on 
the books. Now, look at page 2 of Exhibit 15. ^ 

Mr. Winokur. Sir, I believe it was accounted for as a consoli- 
dated subsidiary with a 

Senator Levin. Was it shown as a loan? 

Mr. Winokur. It was shown as — the entity was consolidated and 
the $500 million of Citibank was a minority interest. 

Senator Levin. But was it shown as a loan? 

Mr. Winokur. No, sir. 

Senator Levin. That is, in effect, what it was. 

Let us go now to 1999. The Board is now getting into deeper and 
deeper water. This time, Jeff Skilling tells the Board about his 
asset-light strategy, and Andrew Fastow is talking openly about 
the determination to sell assets. The market goes for it. Enron’s 
stock price continues to go up. 

This Nighthawk- White wing deal had worked like a charm. Enron 
borrowed a half-a-billion dollars in funds without appearing to bur- 
den the company with more debt. Now, it needed more money to 
invest in broadband and other new ventures, but it did not want 
to directly borrow the money and put the debt on the balance 
sheet, so now you have to figure out a new way to bring funds into 
Enron. 

So the second stage of Whitewing comes along. It is a trust called 
Osprey. Now, first, Mr. Winokur, did you tell my staff you basically 
did not remember much about the Osprey transaction? 


1 See Exhibit No. 15, chart entitled “Condor Transaction,” which appears in the Appendix on 
page 253. 
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Mr. WiNOKUR. Yes, sir. 

Senator Levin. And, Mr. Blake, did you also tell my staff you did 
not remember much about that transaction? 

Mr. Blake. Yes, sir. 

Senator Levin. OK. Now, this was a transaction where Osprey 
raised $1.5 billion by selling bonds to outside investors and used 
it to buy a stake in Whitewing. Enron deconsolidated Whitewing, 
so it took Whitewing off the Enron books. This chart is the second 
page of that Exhibit 15. ^ It lays out this structure of Whitewing 
with Osprey. Basically, what the Board did here was use Enron 
stock as collateral for Osprey’s $1.5 billion borrowing. 

Mr. Duncan, I believe that you were there when you moved to 
approve that transaction, is that correct? 

Mr. Duncan. That is correct. 

Senator Levin. And, Mr. Blake, you seconded that? 

Mr. Blake. That is correct. 

Senator Levin. A billion-and-a-half dollars. At least when my 
staff talked to you, no memory of that. Osprey had come up 15 
times in presentations to the Finance Committee and to the entire 
Board. 

Now, Mr. Winokur, do you know what Whitewing did with the 
$1.5 billion that it got from Osprey? 

Mr. Winokur. Well, it repaid Citibank the $500 — actually, $570 
million, because that was — there was an accrual, and part of the 
reason was that the convertible preferred stock that had been in 
Whitewing had appreciated significantly and that was not part of 
the consideration to Citibank. 

Senator Levin. Did it also buy Enron’s assets? 

Mr. Winokur. It bought merchant assets at no gain or loss. 
Those were merchant assets. 

Senator Levin. All right. 

Mr. Winokur. And the debt 

Senator Levin. Did Enron have to sell these in order to go 
through its asset-light strategy? Was that part of the strategy, to 
sell these assets? 

Mr. Winokur. Well, it was part of the strategy to sell the assets 
when it was time to sell them. I do not know specifically what the 
motivation was behind each individual sale. 

Senator Levin. But you do remember the meeting where Mr. 
Fastow, the Chief Financial Officer, talked openly about the need 
to sell assets back in 1999, and Skilling talking about the asset- 
light strategy? Do you remember that? 

Mr. Winokur. I understand that strategy, yes, sir. 

Senator Levin. Do you remember that? 

Mr. Winokur. Yes, sir. 

Senator Levin. Was this part of that strategy? 

Mr. Winokur. Yes, sir. I would also like to say that the bonds 
were rated and the equity in affiliates, which is where Whitewing 
was then carried, showed the consolidated balance sheet for all of 
the equity and affiliate transactions. 


^See Exhibit No. 15 which appears in the Appendix on page 253. 
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Senator Levin. Now, were the bondholders — did they have a 
guarantee that if the assets did not generate cash to pay them back 
on their bonds, that Enron shares would be used to pay them back? 

Mr. WiNOKUR. Yes, sir, and that was fully disclosed, as well. 

Senator Levin. These were promises that were made to the bond- 
holders that Enron shares would be used if they did not get 

Mr. WiNOKUR. They were made to the bondholders and disclosed 
in Enron’s financials, yes. 

Senator Levin. So they could not lose. The bondholders could not 
lose. Enron stock was there to guarantee the return, is that the 
bottom line? 

Mr. WiNOKUR. Well, they could lose if Enron went bankrupt and 
could not make good on its 

Senator Levin. Right. Other than that, though, Enron stock, no 
matter how much was needed, was used to back up that bond re- 
turn, is that correct? 

Mr. WiNOKUR. It was not an infinite quantity of stock, as I recall. 
It was either convertible preferred stock in a fixed amount or com- 
mon shares. 

Senator Levin. You think that there was a limit on how much 
stock could be converted or used to pay for those bonds? 

Mr. WiNOKUR. I think it was convertible preferred stock was 
available, as well. 

Senator Levin. So was there, then, in effect, either through con- 
vertible preferred stock or otherwise, a guarantee as long as Enron 
was in business that whatever amount of stock of Enron was need- 
ed to pay those bond holders, it would be used? 

Mr. WiNOKUR. It was contingent support, sir. 

Senator Levin. Contingent? 

Mr. Jaedicke. That would have been disclosed in the footnote. 

Senator Levin. I am asking you, what was there? Was there any 
limit on how much Enron stock, preferred or otherwise, could be 
used to back up the payment of those bonds to the bondholders? 
That is a simple question. 

Mr. Jaedicke. Was there any limit? 

Senator Levin. Yes. As long as Enron was in business, was there 
any limit to the amount of stock? 

Mr. Jaedicke. I think the only limit that would come into play 
would be that there is a transaction approval process on the sale 
and purchase of assets and the issuance of stock. It would have had 
to come to the Board. 

Senator Levin. My question is, to repay those bondholders what 
they were guaranteed, was there any limit on the number of shares 
of Enron stock that had to be or would be sold, if necessary, to pay 
them back? That is my question. 

Mr. Jaedicke. The market would have imposed the limit, just 
like they would have imposed a limit on how much you can bor- 
row. ^ 

Senator Levin. I am talking about the number of shares sold, not 
the value of 

Mr. Jaedicke. I do not think — no 


^See Exhibit No. 80 for clarification which appears in the Appendix on page 665. 
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Mr. WiNOKUR. Sir, the minutes say that there were reserved 20 
million additional shares of common stock and 100,000 preferred 
shares of the company for issuance under the share settlement 
agreement. 

Senator Levin. Take a look at Exhibit 32, i if you would, the 
“Stock Price Risk and Financing.” 

Mr. WiNOKUR. Yes, sir. 

Senator Levin. Do you see that risk on Osprey? 

Mr. WiNOKUR. Yes, sir. 

Senator Levin. Ten thousand shares if it went down to $40? 

Mr. WiNOKUR. Ten million shares, yes. 

Senator Levin. Ten million shares if it went down to $40? 

Mr. WiNOKUR. Yes, sir. 

Senator Levin. If it went down to $20, what would be the risk? 

Mr. WiNOKUR. I cannot do that calculation. 

Senator Levin. But whatever was necessary? 

Mr. WiNOKUR. No. The share settlement agreement that I just 
read — now, again, I do not have the detailed document — said that 
a certain amount of common stock or preferred stock was reserved 
for issuance, and that is why I said to you that I believe that there 
was a contingent limited guarantee. 

Senator Levin. You believe it was limited as to how many shares 
would be sold to pay back those bondholders, is that what you are 
saying? 

Mr. WiNOKUR. In 1999, when this was done, to the best of my 
knowledge. 

Senator Levin. Let me just make sure here that we are on the 
same wavelength. We are talking about the number of shares, not 
the amount of the dollars to be repaid. But what I am asking you 
again is, was there any limit on the number of shares of Enron 
that would be sold to pay back the bondholders? That is my ques- 
tion. You are saying the answer is yes. Is that your answer? 

Mr. WiNOKUR. To the best of my recollection — this was a trans- 
action that happened 3 years ago — I am referring to the minutes 
which says there will be reserved 20 million additional shares of 
common stock and 100,000 preferred shares of the company for 
issuance under the share settlement agreement. That is my only 
recollection, is what is here. 

Senator Levin. You do not know, then, whether or not there was 
any limit? 

Mr. WiNOKUR. I do not know 

Senator Levin. You know how many were reserved, but you do 
not know whether there was a limit? 

Mr. WiNOKUR. Well 

Senator Levin. Under the agreement — I am just trying to get an 
answer. 

Mr. WiNOKUR. I only know what is in the minutes, sir. 

Senator Levin. All right. You do not know, then, whether there 
was a limit or not. 

Next, LJM. Now getting more and more dangerous and deeper, 
here is another off-the-books entity that Enron helped to create 
which bought Enron assets. With the Board’s approval of the part- 


^ See Exhibit No. 32 which appears in the Appendix on page 334. 
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nership, here is what happened. On June 28, 1999, the Board held 
a special meeting in which all five of you participated either by 
phone or in person. You approved the creation of LJMl, and for the 
first time, you waived Enron’s conflict of interest provision in your 
code of conduct to allow the Chief Financial Officer, Andrew 
Fastow, to take an ownership interest and act as the general part- 
ner of the LJM partnership. 

Now, Mr. Winokur, under the normal order of business, this mat- 
ter was not first presented to the Finance Committee, is that cor- 
rect? 

Mr. Winokur. Yes, sir. That is correct. It was not presented. 

Senator Levin. It was not presented to the Finance Committee. 
The Finance Committee was skipped. Why was that? 

Mr. Winokur. Well, this was not a regularly scheduled meeting 
of the Board. 

Senator Levin. You had a lot of special meetings of the Board. 

Mr. Winokur. Special meeting. I cannot tell you why there was 
not a special Finance Committee meeting. 

Senator Levin. Did you ask? 

Mr. Winokur. I do not recall asking why there was not a special 
Finance Committee meeting, no. 

Senator Levin. Now, you testified this morning that the Board 
did not waive the code of conduct. 

Mr. Winokur. Yes, sir. 

Senator Levin. That was your testimony this morning. Take a 
look at Exhibit 19, if you would. ^ 

Mr. Winokur. Sir, I know that the chart uses the term 

Senator Levin. That is your chart, is it not? 

Mr. Winokur. No, this is management’s chart. 

Senator Levin. Was it presented to you? 

Mr. Winokur. It was presented to us, and in the resolution that 
the Board approved, we ratified management of the Office of the 
Chairman’s decision that permitting Mr. Fastow to participate in 
this would not be adverse to Enron. 

Senator Levin. Well, that is a different issue. The question is 
whether or not it was considered inside Enron, as well as by the 
rest of us, as a waiver of your code of conduct. Your own document 
says, “waiver of code of conduct,” yet you testified this morning 
that there was no waiver of a code of conduct. I am just presenting 
you with your own document. 

Mr. Winokur. Sir this is 

Senator Levin. It says it was. 

Mr. Winokur. This was management’s presentation to the 
Board. We applied the code of conduct. The Chief Executive has the 
ability to make a determination, as I said in my statement this 
morning, that permitting Mr. Fastow to make this investment 
would not have any probability of conflict of interest, and we rati- 
fied that decision, which is applying the code of conduct. 

Senator Levin. Applying the code of conduct. Let us take a look 
at Exhibit 20. ^ Now, the second time it is presented to you as a 
waiver. It has got the Enron logo on there. Look at the bottom, Fi- 


^ See Exhibit No. 19, entitled “Key Elements of Transaction to be Approved,” which appears 
in the Appendix on page 261. 

2 See Exhibit No. 20 which appears in the Appendix on page 271. 
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nance Committee, Board of Directors action requested. “Ratify deci- 
sion of Office of the Chairman to waive — not apply — waive code of 
conduct in order to allow A. Fastow participation.” 

Now, did you tell them, hey, wait a minute, do not present that 
to us as a waiver. Present that to us as an application. You did not 
tell them that, did you? 

Mr. WiNOKUR. When we approved it at the Board meeting, that 
is what we approved, the application. 

Senator Levin. I understand that. That was the first time. 

Mr. WiNOKUR. The resolution following this meeting, which was 
in October 1999, has the same language. 

Senator Levin. Right. I understand. But it is presented on Enron 
documents the second time now as a waiver. That is the way it was 
viewed inside Enron by the management. That is the way it is 
viewed by me. But you are saying, no, we did not waive it, we ap- 
plied it. I am just asking you this question. When this was pre- 
sented to the Board as a waiver in the Enron document Exhibit No. 
20,1 did you object to the presentation of it to you as a waiver? 

Mr. WiNOKUR. I did not treat it as a waiver. I did not object to 
the words in this document. 

Senator Levin. You did not tell management, hey, wait a minute. 
You are asking us to waive 

Mr. WiNOKUR. Yes, sir. 

Senator Levin [continuing]. For the second time. We are telling 
you, we are not waiving. We are applying. Did you do that? 

Mr. WiNOKUR. We did that in the Board approval. 

Senator Levin. You told them, this is not a waiver? Did you ever 
use the words, “This is not a waiver” in the Board approval? 

Mr. WiNOKUR. No, sir. 

Senator Levin. No. 

Mr. Jaedicke. Mr. Chairman, can I 

Senator Levin. Sure. 

Mr. Jaedicke [continuing]. Just inject that I think if you — I am 
not absolutely sure of this, but I think if you look at the minutes 
of that meeting, you will find that Fastow himself says in presen- 
tation — this slide does not say it, but that it requires the Board to 
ratify the decision of the Office of the Chairman 

Senator Levin. Right. 

Mr. Jaedicke [continuing]. That his — it requires a finding and a 
recommendation that it will not — that there appears to be a zero 
probability that it will be adverse to Enron. Now, he did not use 
zero probability, but 

Senator Levin. That is his opinion. 

Mr. Jaedicke. But he presented it, I think, properly, is what the 
minutes indicate. 

Senator Levin. He presented it in this document as a waiver. 
Was that proper? 

Mr. Jaedicke. The document 

Senator Levin. Is that proper? 

Mr. Jaedicke. No. 

Senator Levin. Thank you. Now, LJMl is an extremely unusual 
arrangement. You set up a private equity fund. You waive the code 
of conduct, or in your words, you approve a deviation from it, and 
install Enron’s CFO as the managing partner of the fund. Each of 
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you said during your interview that you had never approved a 
similar arrangement before and you were unaware of any company 
that had its CFO running a private equity fund on the side. So far, 
are you with me? 

Mr. WiNOKUR. Yes, sir. 

Senator Levin. None of the experts we have contacted have ever 
heard of such an arrangement, either. But LJMl was made after 
3 days notice of the proposal, no prior Board discussion with either 
Enron management or Andersen, no written legal opinion, no prior 
Finance Committee review. Now, some of you told us that the 
Board was told that speed is of the essence. Is that your under- 
standing? Was speed of the essence? 

Mr. WiNOKUR. I do not recall saying that. 

Senator Levin. You do not remember 

Mr. Jaedicke. I think I can speak to that. 

Senator Levin. Is that what you were told, that speed is of 

Mr. Jaedicke. Well, the meeting took place in the middle of 
June. The end of June was the end of the quarter, second quarter. 
Shortly after that, you had to issue financial statements. They had 
the Rhythms stock. The Rhythms stock had gone up greatly and 
they wanted to get it hedged. We thought this was a valid hedge. 
We did not — I think the reason they wanted it done by the end of 
June is because they did not want to be in the position of having 
a fair value investment, a stock on their books, a mark-to-market, 
without a hedge. So there was — the hedge should have been put on 
by the end of June. 

There were other items on the agenda of that June Committee, 
sir. I do not know, we had a stock split. There were two or three 
other items on the agenda, and I think it was not — I think we can 
probably find other decisions were made that necessarily did not go 
through a particular committee. 

Senator Levin. This was an unusual transaction, was it not? 

Mr. Jaedicke. Well, you mean 

Senator Levin. No one had ever heard of an equity fund like this 
before. 

Mr. Jaedicke. What is the unusual transaction? 

Senator Levin. To create an equity fund to buy your own assets. 

Mr. Jaedicke. Sir, I am sorry. We approved a specific trans- 
action, which was a Rhythms hedge, and the company — we did it 
with Fastow. That was different. But the use of hedges and the use 
of at least what I would call less-than-perfect correlation hedges, 
was explained in detail in the annual report. I mean, that was part 
of the strategy. 

Senator Levin. But you have said that now the only purpose of 
this was to acquire a hedge. 

Mr. WiNOKUR. Sir, LJM2, which was set up in October, was, in 
fact, an alternative optional source of capital. 

Mr. Jaedicke. That was different. I am sorry. I thought you were 
talking about LJMl. 

Senator Levin. I am talking about LJMl. Is it not true that 
LJMl, in addition to the hedge, which you said was its only pur- 
pose, could negotiate with the company regarding the purchase of 
additional assets? Is that not true? 

Mr. Jaedicke. That is true. 
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Senator Levin. So it was not just for the hedge. It had an addi- 
tional purpose, which was to buy assets. 

Mr. Jaedicke. And in the meantime, you would put in the con- 
trols that were necessary. 

Senator Levin. I understand, but you just said a minute ago the 
sole purpose 

Mr. Jaedicke. Sir, I would just like to point out to you 

Senator Levin. But you just said a minute ago the sole purpose 
was for the hedge. I am just pointing out to you that it had an ad- 
ditional purpose, which was to buy assets. 

Mr. Jaedicke. I told your staff this, that the ironic part of this 
is — I have been in a situation recently where I would have been 
prepared to have an inside transaction, in this case, with an equity 
fund that was run by a very senior — not the CFO, but a very senior 
person in the company. It turned out the transaction did not — ^be- 
cause I thought in that case, as this case, that you could do it bet- 
ter inside than you could outside. It was cheaper. It was quicker. 
It was more efficient. That was the thought on LJMl. And on the 
related party, I just happened to be in a similar position with a 
very similar fund. It did not take place, but I would have supported 
it. 

Senator Levin. In October 1999, more than 3 months after you 
approved LJMl, the Finance Committee was asked to approve 
LJM2. Mr. Fastow now was proposing another vehicle that would 
complete a large number of deals with Enron and push further the 
Enron strategy to move assets off the books. 

Mr. Winokur, I believe you told the staff that before the Einance 
Committee meets, you typically meet with Enron management to 
set the agenda and to discuss the issues, but that did not happen 
with LJM2, did it? 

Mr. Winokur. Well, we had a telephonic meeting in advance to 
go over the agenda. I have no reason to believe it did not happen. 

Senator Levin. Did you not tell us the first time you heard about 
this was at the Einance Committee meeting on October 11? 

Mr. Winokur. I do not recall whether there was a telephone 
meeting or not. 

Senator Levin. When was the first time you heard about LJM2? 

Mr. Winokur. At the meeting, unless we had a telephonic meet- 
ing to describe the agenda. Sir, I do not remember which. 

Senator Levin. Is not the creation of LJM2 something that you, 
as Chairman of the Einance Committee, should have been con- 
sulted on before the day that you were expected to make a deci- 
sion? 

Mr. Winokur. Well, to make a recommendation, yes, sir. 

Senator Levin. To make a recommendation. Well, it is a decision 
to make a recommendation. But my question is, should you not 
have been consulted before the day that you were expected to make 
a decision or a recommendation? 

Mr. Winokur. Sir, I do not recall when I learned of the LJM2 
matter, whether it would have been with the material that was 
provided in advance of the meeting or in a telephonic conversation 
or at the meeting itself. 
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Senator Levin. But my question is a little different. Should you 
not have been consulted about this transaction, this proposal, prior 
to the meeting, as Chairman of that Committee? 

Mr. WiNOKUR. The principal purpose of a pre-meeting was to 
make sure that we had the agenda laid out, not so much nec- 
essarily to go through individual items in detail. 

Senator Levin. Was LJM2 on the agenda? 

Mr. WiNOKUR. I do not have the agenda here. 

Senator Levin. Do you remember whether it was on the agenda? 

Mr. WiNOKUR. Well, I believe it was, yes, sir. 

Senator Levin. This is a major transaction. We are talking bil- 
lions of dollars. You are now telling us that you would not normally 
have discussed a transaction of that magnitude prior to it appear- 
ing on the agenda at the Finance Committee? 

Mr. WiNOKUR. Sir, we were talking about organizing a fund that 
might raise $200 million that would be alternative and optional as 
a source of funds for Enron. It did not require — there was no spe- 
cific transaction being proposed except the organization of the fund 
and the ratification of the decision to permit Mr. Fastow to partici- 
pate in it. There was no sale being discussed. 

Senator Levin. It was a fund, however, which would openly now 
have a member of the Enron management participate in an outside 
company whose purpose was to purchase assets, is that correct? 

Mr. WiNOKUR. Yes, sir. We had a vigorous discussion at the 
meeting. 

Senator Levin. And you decided to let him do it? 

Mr. WiNOKUR. We decided to ratify the decision of the Office of 
the Chairman. 

Senator Levin. Another off-balance-sheet vehicle, buying assets. 
But this time and the time before, this is really interesting, this 
time, when we talk about LJM, now you have got a guy who is 
management who is on the other side of the table. He is buying as- 
sets from you, and he is wearing both hats. He is now playing a 
key role in the sale, setting the sale price, and he is also buying 
at the same time. You put certain what you call protective devices 
in place, but they sure did not work very well. 

Mr. WiNOKUR. Sir, the concept of LJM was to provide bridge fi- 
nancing for the business unit heads who wanted to sell assets. 
They were not required to sell them to LJM2. They had their own 
financial incentives. They had their own operational capabilities. 
So LJM2 was an alternative and optional source of capital for 
them. If they did not like the price LJM2 was offering, they did not 
have to use it. 

Senator Levin. Why did you create LJM2? What was wrong with 
White wing? 

Mr. WiNOKUR. Whitewing was a very large vehicle. It was expen- 
sive and time consuming and complicated to create. To have an 
independent, smaller, private vehicle which would provide bridge 
financing for smaller transactions seemed like a perfectly reason- 
able thing to do. 

Senator Levin. Let me show you Exhibit 21, ^ if you would. This 
is the way LJM was being marketed. The first page of the text, in 


^See Exhibit No. 21 which appears in the Appendix on page 272. 
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the middle, says, “Under Mr. Fastow’s management, the Partner- 
ship expects to have the opportunity to co-invest with Enron” and 
then “acquire existing Enron assets on a highly selective basis. 
This access to deal flow should provide the Partnership with un- 
usually attractive investment opportunities.” The memo goes on to 
say it is going to be managed by a “team of three investment pro- 
fessionals who all currently have senior level finance positions with 
Enron.” Then if you look at the end of this document, the last line, 
“The Partnership should also benefit indirectly from time spent by 
the Principals in evaluating and structuring investments for 
Enron, as many of these investments may become candidates for 
investment by the Partnership.” 

They are touting their inside information in Enron as they are 
selling the interest in that LJM partnership. That conflict of inter- 
est is being sold as a plus to people who are investing. Now, did 
you ever inquire as to how they were marketing this? Did you ever 
ask for any marketing documents like this? 

Mr. WiNOKUR. We asked and were told that Enron’s counsel, Vin- 
son and Elkins, had reviewed drafts of the document. I did not ac- 
tually see this document until my work on the Powers Committee, 
and we, of course, were never told that Mr. Kopper was a partici- 
pant. Mr. Glison said in his Powers interview that his name was 
erroneously included here. 

Senator Levin. Mr. Glison was not erroneously included, though. 

Mr. WiNOKUR. Well, as it turned out. 

Senator Levin. Right. But what I am saying is, you never asked 
to see documents? 

Mr. WiNOKUR. This was an independent, separately organized 
entity. We asked our counsel to review the drafts to make sure the 
disclosures were proper. 

Senator Levin. And did your counsel tell you that it is OK to 
tout a conflict of interest as a way to sell something? 

Mr. WiNOKUR. They did not. 

Senator Levin. Have you asked them about why they did not? 

Mr. WiNOKUR. Well, I did not ask Vinson and Elkins, no, sir, but 
the Powers Committee report makes it clear that Vinson and Elk- 
ins reviewed these drafts. They would have done that and reported 
through the Enron legal chain and no one came forward 

Senator Levin. And after you heard that they approved this kind 
of marketing, using a conflict situation to sell an interest, saying 
that: Hey, I have got an inside position. We are in Enron, three of 
us. We are in a great position to help this partnership that is buy- 
ing things from Enron get a good deal. That is being used, touted. 
And you are saying your lawyer saw that and approved it. Then 
my question to you is, after you heard that he had approved it and 
after you now have read this, have you ever asked your lawyer, 
how in heaven’s name could you have approved that? That is my 
question. 

Mr. WiNOKUR. Sir, first of all, we knew that a possibility is that 
Enron would be selling assets to LJM2. One of the reasons for es- 
tablishing LJM2 was to provide an optional alternative source of 
capital to buy assets from Enron, and the benefit of having Fastow, 
who is the only person we knew about, involved in this is that he 
would know the assets, and the benefit of having the other people 
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inside Enron who ran divisions to go to Fastow, if they did not like 
Fastow’s hid, they did not have to take it. We also had the Chief 
Risk Officer and the Chief Accounting Officer reviewing each trans- 
action. So the fact of the conflict was known from the beginning. 

Senator Levin. Exhibit 16, ^ if you will take a look at it, will show 
you how you could have sold these assets without that kind of a 
conflict. This is the result, though, of what happened. When LJM 
bought these Enron assets — now we are talking LJM again — Enron 
tacitly agreed to buy some of them back if LJM could not sell them. 
Are you aware of that? 

Mr. WiNOKUR. No, sir. 

Senator Levin. When that happened, Enron paid more to LJM 
than Enron had paid to buy the asset in the first place. Are you 
aware of that? 

Mr. WiNOKUR. No, sir. 

Senator Levin. In negotiating the sale of assets to LJM, Fastow 
clearly had a superior bargaining position over Enron personnel be- 
cause both sides reported to him. Are you aware of that? 

Mr. WiNOKUR. Well, the operating divisions did not report to Mr. 
Fastow. 

Senator Levin. Were there people involved on the Enron side 
making a decision who did report to Fastow? 

Mr. WiNOKUR. We later found that was the case. That was not 
consistent with the controls that we had put in place. 

Senator Levin. Those controls were not working very well, were 
they? 

Mr. WiNOKUR. We were told they were and they obviously turned 
out not to be. 

Senator Levin. So that, at a minimum, the controls you put in 
place did not function to protect Enron. 

Mr. WiNOKUR. Well, Mr. Fastow told us in October with Mr. Buy, 
Mr. Causey, and Mr. Skilling sitting right there, that the three of 
them were reviewing every transaction with LJM. 

Senator Levin. My question, though, is a little different. My 
question is the controls that you put in place did not work very 
well. 

Mr. WiNOKUR. Well, we did not know that. 

Senator Levin. I am just saying 

Mr. WiNOKUR. We were told that they 

Senator Levin. They did not work very well. 

Mr. WiNOKUR. Well, they should have worked, but people did not 
do them. 

Senator Levin. Did LJM investors get a 69 percent return on 
their investment? 

Mr. WiNOKUR. I saw a presentation through my Powers work to 
the LJM investors that showed a very high rate of return. I think 
that was the number you are quoting. 

Senator Levin. And would you agree that when LJM was bene- 
fitted to that extent, that would be at the expense of Enron? 

Mr. WiNOKUR. Yes, sir. 

Senator Levin. And Fastow would profit from that? 


^See Exhibit No. 16 which appears in the Appendix on page 256. 
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Mr. WiNOKUR. Sir, in May 2000, Mr. Fastow told us he was 
spending approximately 3 hours a week on these vehicles and the 
vehicles were earning approximately an 18 percent return. 

Senator Levin. But my question is a little different. Do you agree 
that Fastow, when a 69 percent return was obtained by LJM, per- 
sonally benefitted from that huge return? 

Mr. WiNOKUR. Absolutely. 

Senator Levin. OK. That is the outcome of that conflict of inter- 
est — one of the outcomes, because you have got a guy on the other 
side of the table now who is doing the negotiating who, when he 
is putting on the LJM hat, gets a 69 percent return at the expense 
of Enron. That is the outcome of the conflict of interest. 

Mr. WiNOKUR. But his supervisor, Mr. Skilling, and his peers, 
Mr. Buy and Mr. Causey, we were told that they were reviewing 
each and every transaction. Mr. Causey, Mr. Buy, and Mr. Skilling 
had no economic interest in LJM. Their interest was in Enron 
stock. If they had known, presumably, they would have taken steps 
to make sure that LJM was not making a 69 percent return. We 
were told they were on top of each and every transaction. 

Senator Levin. And when you found out to the contrary, you 
asked them about it? 

Mr. WiNOKUR. I found out the contrary in the Powers investiga- 
tion. 

Senator Levin. That is the first time you knew? 

Mr. WiNOKUR. Yes, sir. 

Senator Levin. On the LJM transaction reviews, let us go on to 
that, Mr. Jaedicke. The Audit Committee had the primary respon- 
sibility for reviewing these transactions. It conducted two annual 
reviews of LJM transactions, one on February 7, 2000, and the 
other a year later in February 2001. First of all, is it true that the 
Audit Committee spent no more than 30 minutes at each meeting 
going through the LJM transactions? 

Mr. Jaedicke. I am sorry, who said that? 

Senator Levin. I am asking you, is it true? 

Mr. Jaedicke. Is it true that we spent no more than 30 minutes? 

Senator Levin. On the LJM transactions during those Audit 
Committee meetings. 

Mr. Jaedicke. Well, we did not necessarily review each indi- 
vidual transaction. We reviewed the type of transactions. We asked 
pointed questions about are these done at arm’s length or fair to 
Enron. We were assured that they were. Arthur Andersen was sit- 
ting there. That footnote is in the annual report and it is an 
auditable footnote, and neither management nor Andersen — man- 
agement cannot make that representation to us unless they have 
some reason, and Andersen has to audit it. 

Senator Levin. I understand, but my 

Mr. Jaedicke. So a half-hour? Yes, I would imagine that was 
probably 25 percent of the time in a typical Audit Committee, but 
we had the information before, and I do not know how many — I do 
not know how much time people spent on the exhibits and so on 
when they were given to us. 

Senator Levin. OK. 
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Mr. Jaedicke. All I can say is I think the — even though we did 
not have the information we needed, we were not told the truth, 
in fact, I think we spent a sufficient amount of time 

Senator Levin. That was not my question. 

Mr. Jaedicke [continuing]. To carry that out. 

Senator Levin. My question was, is it true you spent no more 
than 30 minutes? It is just a simple, direct question. 

Mr. Jaedicke. I would suppose that would be true. 

Senator Levin. Thank you. Now, on LJM3, on October 6, 2000, 
Fastow proposed LJM3 to the Finance Committee and asked for a 
third waiver. The Committee approved that waiver. At the same 
time. Dr. Winokur, I believe you proposed that the Compensation 
Committee review Fastow’s LJM compensation. Mr. Blake, you pro- 
posed that the Finance Committee review Enron’s transactions 
with LJM every quarter. 

Mr. Blake. Yes, sir. 

Senator Levin. So now I want to focus on the October 6, 2000, 
meeting, where Fastow proposes LJM3 to the Finance Committee, 
asks for the waiver, and gets it. But now. Dr. Winokur, you are 
proposing that there be a review of his compensation, and Mr. 
Blake, you are proposing that the Finance Committee review the 
transactions every quarter. These proposals were unanimously 
agreed to at the meeting. So the Committee now imposes some re- 
views. Now, let us talk about the follow-through on those decisions. 

First, I think I asked Dr. LeMaistre about this one. You attended 
the Finance Committee meeting on October 6 when that proposal 
was adopted for the Compensation Committee to review Mr. 
Fastow’s compensation. But that review was not completed in 2000. 
In fact, it was not done that year at all, was it? 

Dr. LeMaistre. As far as I know, it was not. 

Senator Levin. Now, why didn’t you promptly do the review 
since you had that vote? 

Dr. LeMaistre. Primarily because we did not have the informa- 
tion, and it was our understanding at the time that Fastow’s com- 
pensation was to be under the control of formulas. It was to come 
through with the other reports on the quarterly base and the an- 
nual base and it did not. 

Senator Levin. In other words, you are saying it was not in- 
tended that you review that compensation immediately? You were 
supposed to wait? 

Dr. LeMaistre. Mr. Winokur’s direct words in that meeting 
were, “Perhaps it would be a good idea to have the Compensation 
Committee take a look at information regarding his compensation.” 
It was a remark that would indicate to me that they already had 
the compensation there, and that turned out not to be the case at 
the end of the first quarter when I checked, and, therefore, that is 
basically the reason I did the checking. 

Senator Levin. When did you do the checking? 

Dr. LeMaistre. After the first quarter of 2001. 

Senator Levin. It was reported in the Wall Street Journal — we 
have gone into this today — that Mr. Fastow had made millions of 
dollars more from LJM. When was that? 

Dr. LeMaistre. That was on October, 19, 2001. 

Senator Levin. It was only then? 
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Dr. LeMaistre. That was the first time that any of us knew that 
there was something wrong going on. 

Senator Levin. Right, hut you had made inquiry about his com- 
pensation. Didn’t you ask the Compensation Officer at Enron, Mary 
Joyce, about it? 

Dr. LeMaistre. I asked Mary Joyce about it. 

Senator Levin. And what did she tell you? 

Dr. LeMaistre. She said she did not have the information. 

Senator Levin. Did you say, well, I want it? 

Dr. LeMaistre. She knew that I wanted it and I asked 

Senator Levin. Did you get it? 

Dr. LeMaistre. I did not. 

Senator Levin. This is the heart of the problem. You have got 
a Board that says, I want it. You have got a request for it. It does 
not come, and you do nothing. That is an approach which is unac- 
ceptable for a Board. Those folks are supposed to be reporting to 
you. You are the captains. You make a decision. We want to find 
out about this compensation. You make an inquiry of an employee 
and she says she does not have the information, she will get back 
to you. She does not, and nothing happens. There is a Wall Street 
Journal article a year later. That is not the way a Board can oper- 
ate and carry out its fiduciary duties, folks. 

Dr. LeMaistre. I did have a subsequent conversation to see if 
the information had been obtained. It had not, and that is imme- 
diately prior to all of the things that unfolded very rapidly in the 
fall. But let me make it clear 

Senator Levin. Should you have gotten that information? 

Dr. LeMaistre. Yes, I should have gotten it and I should have 
gotten it through channels. It was Mr. Skilling’s responsibility to 
have put that through and he did not. It did not come through any 
of the transactions. Mr. Fastow, in his declaration of the controls 
on him, said he reported that information to Mr. Skilling. 

Senator Levin. But you had a conversation now with this em- 
ployee, Mary 

Dr. LeMaistre. Mrs. Joyce, yes. 

Senator Levin. Mary Joyce, and you asked her for 
information 

Dr. LeMaistre. Yes. 

Senator Levin [continuing]. And she did not get it to you. 

Dr. LeMaistre. She had not received it, that is correct. 

Senator Levin. And did you ask her to get it? 

Dr. LeMaistre. I asked — I told her I wanted all of the 
information on any 16(b) officer that had outside income 

Senator Levin. And would that include Fastow? 

Dr. LeMaistre. Of course, yes. 

Senator Levin. Sure. That was the reason you called, was it not? 

Dr. LeMaistre. That is right. 

Senator Levin. You did not mention his name? 

Dr. LeMaistre. No, I did not mention his name. 

Senator Levin. Fven though that is why you called? 

Dr. LeMaistre. That is exactly right, but I wanted it on all 16(b) 
officers. 

Senator Levin. And you did not get it. 
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Dr. LeMaistre. I did not get it, but if I had gotten it, I would 
have had some other people involved in there, as you now know. 

Senator Levin. Good. The point is, you did not get it and you did 
not act to get it and that is 

Dr. LeMaistre. I did not act to get it primarily because it was 
supposed to come through with the other reports and it did not. 

Senator Levin. But did she not tell you she would get it to you? 

Dr. LeMaistre. No, she did not. 

Senator Levin. You did not say you wanted that information? 
You are doing this report for the Board. You are told, hey we would 
like to know more about it, and you just call up and say 

Dr. LeMaistre. She said she did not have the information. I 
said, well, let me know when it gets there. 

Senator Levin. And did she? 

Dr. LeMaistre. She did not let me know, so I asked again a few 
months later and she did not have it, and that was in August or 
September. 

Senator Levin. Did you just throw your hands up? I mean, she 
does not have it. 

Dr. LeMaistre. Well 

Senator Levin. Why does she not have it? You are a Board mem- 
ber. You are paid a lot of money. You are carrying out a Board di- 
rection. You want information. You do not get it. She will call you 
when she gets it. She does not call you. Two months later, she still 
does not have it. 

To me, that is an approach which is totally unacceptable, I have 
got to tell you. I think that is what characterized the Board — is 
that it was deferential to management. I want to go into another 
document on that. 

When you were told, finally, after you found out how much 
money — if you would take a look at Exhibit No. 24b. ^ 

Dr. LeMaistre. All right. 

Senator Levin. So now it appears in the Wall Street Journal, and 
the Board asks, I think, both Mr. Duncan and Dr. LeMaistre to call 
Fastow. I think. Dr. LeMaistre, you said in your interview that you 
asked the Enron General Counsel to write the questions that you 
would ask Mr. Fastow on the phone, and Exhibit 24b is the docu- 
ment that the General Counsel faxed to you with your notes from 
that phone conversation, is that correct? We are looking at Exhibit 
24b now. 

Dr. LeMaistre. That is correct, Mr. Chairman. 

Senator Levin. OK. And here is the note that he typed for you. 
“Andy, because of the current controversy surrounding LJMl and 
LJM2, we believe it would be helpful for the Board to have a gen- 
eral understanding of the amount of your investment and of your 
return on investment in the LJM entities. We understand that a 
detailed accounting of these matters will soon be done in connec- 
tion with the response to the SEC inquiry. We very much appre- 
ciate your willingness to visit with us.” 

This is a guy who is supposed to be working at your direction, 
and you cannot get much more deferential and obsequious than 
that. And not only that, you then want to make sure that he under- 


^See Exhibit No. 24b which appears in the Appendix on page 283. 
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stands right up at the front how much you appreciate his willing- 
ness to visit with you, and I presume you take a line, circle that, 
“We very much appreciate your willingness to visit with us,” and 
make sure that goes at the top. 

Why do you not call up and say, “What in God’s name is going 
on? We just read something in the Wall Street Journal here that 
just shakes the heck out of us. Is it true? How much money did 
you make? What is your return?” That is not what comes out here. 

You apparently, when he told you how much money he made, 
found it to be — I think this is your handwriting? 

Dr. LeMaistre. That is correct, sir. 

Senator Levin. “Incredible” is your word. 

Dr. LeMaistre. Mr. Chairman 

Senator Levin. Yes, please. 

Dr. LeMaistre. This is drafted by legal counsel and I followed 
it directly. 

Senator Levin. Right. But is not that arrow that puts the, “We 
very much appreciate your willingness to visit with us — ” 

Dr. LeMaistre. Yes, that is right, because 

Senator Levin. That is your writing, is it not? 

Dr. LeMaistre. Yes, and may I explain it? 

Senator Levin. Sure. 

Dr. LeMaistre. The day before when I talked to Mr. Fastow, he 
was very cautious at first about this, and finally, he said he would 
be glad to talk with us. But it was a decision that he could have 
made not to talk to us, and we would have had to go through chan- 
nels to get it, but we wanted it immediately, that is the reason that 
we did it that way. 

Senator Levin. Why do you have to go through channels? Why 
can you not just call up Fastow and say, I want to know right now? 

Dr. LeMaistre. I could have, but I would have not used lan- 
guage in here had I done that. I would have used 

Senator Levin. Why did you not use language that was not in 
here? 

Dr. LeMaistre. Primarily because 

Senator Levin. I guess that is what it comes right down to. 

Dr. LeMaistre. Well, the point is that this is what our General 
Counsel told us to use in talking about income to a third party in- 
vestment, an SPE. 

Senator Levin. Were you mad? 

Dr. LeMaistre. I was mad after the answer to the first question. 

Senator Levin. Did you let him know? 

Dr. LeMaistre. Yes. 

Senator Levin. Right there on the phone? 

Dr. LeMaistre. Yes. 

Senator Levin. Good. That is a year late, but good. 

Now, there were supposed to be quarterly reviews by the Finance 
Committee, I believe, because the Finance Committee was sup- 
posed to begin quarterly reviews of the LJM transactions, accord- 
ing to the decision of the Committee, and the Finance Committee 
agreed. But there is only one quarterly review that was ever con- 
ducted by the Finance Committee, which was in February 2001. 

So if my recollection is correct, the decision of the Board was Oc- 
tober 2000 that these quarterly reviews of these LJM transactions 
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would be conducted, but there was only one, and that was Feb- 
ruary 12 , 2001. Now, why is that? 

Mr. WiNOKUR. The first meeting after the October meeting was 
December, which was about 6 or 7 weeks later, so I think we as- 
sumed that a quarterly review would have meant after the year 
end, since the October meeting would have been around the end of 
the third quarter. After the February quarter, there was not activ- 
ity, new investments being made, and by June, Mr. Fastow had 
sold his interest, so there was no more related party aspect. 

Senator Levin. We will get to that in a moment, but there were 
supposed to be what are called deal approval sheets, or DASHs, for 
each of the LJM transactions, I believe, since they were trans- 
actions with a related party. Did you ever see those DASHs, those 
LJM DASHs? 

Mr. WiNOKUR. No, sir. There is an LJM approval sheet and a 
DASH which is for every transaction. They are separate. 

Senator Levin. And did you ever see the DASH? 

Mr. WiNOKUR. The regular DASHs, we saw all the time 

Senator Levin. For LJM? 

Mr. WiNOKUR. No. 

Senator Levin. Should you have? 

Mr. WiNOKUR. Those were internal and those, we were told, were 
being reviewed by Mr. Skilling, Mr. Causey, and Mr. Buy. There 
would have been no reason, unless the size of the investment was 
such that it would have normally come through our 

Senator Levin. So that was not normally supposed to come to 
you? 

Mr. WiNOKUR. No, sir. 

Senator Levin. But I believe that, Mr. Jaedicke, those DASHs 
should have come to you, is that not correct? 

Mr. Jaedicke. No, sir. We did not — we reviewed the transactions 
and the type of transactions and the fairness, but we did not go — 
we are not auditors and so we did not go to the level of the deal 
approval sheets. 

Senator Levin. So those deal approval sheets were not supposed 
to go to any of the committees, is that correct? 

Mr. WiNOKUR. Sir, transactions involving Enron’s expending 
more than $75 million came to the Board for approval. Trans- 
actions more than $25 million but less than $75 were within the 
purview of Mr. Lay and Mr. Skilling. So our practice was that the 
transactions between $25 and $75, those DASHs were packaged up 
and we were sent them after the fact to look at, so we could com- 
ment on them. The deals would have been approved, but if any 
member of the Committee had any questions, he could bring those 
up. 

So the only expenditure of cash that we would have seen would 
have been above that level of $25 million, and for divestitures, the 
level was much higher. So to the extent that Enron was selling as- 
sets, the transaction approval process would not have required us 
to see those. 

Senator Levin. Even though there was this conflict of interest 
problem? 
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Mr. WiNOKUR. The conflict of interest was being dealt with be- 
cause Mr. Skilling, Mr. Buy, and Mr. Causey were reviewing, ac- 
cording to what Mr. Fastow told us, every transaction. 

Senator Levin. All right, so that there was no need for a DASH? 

Mr. WiNOKUR. The only need we had was what we got, and that 
was to make sure we were told regularly that the controls we put 
in place were working. 

Senator Levin. You did not need the DASH in order to achieve 
that? 

Mr. WiNOKUR. No, sir. 

Senator Levin. That is just what I was asking. There was no 
need, then, for you, in your judgment, to get one of those DASHs 
for these transactions because you had another mechanism that 
you thought was doing the control? 

Mr. WiNOKUR. We were told the people who did review the 
DASHs had done so. 

Senator Levin. Right, which is another mechanism. 

Mr. WiNOKUR. Yes, sir. 

Senator Levin. Now, I believe you just testified that when you 
learned that Fastow was selling his LJM interest, that there was 
no need for a second quarterly review. But the first quarterly re- 
view, I believe, was February 12, is that correct? 

Mr. WiNOKUR. Yes, sir. 

Senator Levin. When did he sell his interest? 

Mr. WiNOKUR. I said two things. I said there were no trans- 
actions that we knew about that occurred with LJM after the Feb- 
ruary meeting. He sold his interest, I later learned, in June. That 
was disclosed to us in August, I think. 

Senator Levin. But should there not have been a quarterly re- 
view in June? You had one in February 

Mr. WiNOKUR. We have a May meeting and an August meeting, 
and so we 

Senator Levin. A quarterly 

Mr. WiNOKUR [continuing]. We did not have one in the May 
meeting. At the August meeting, we were told that he had sold his 
interest in June. 

Senator Levin. Right, but since it was supposed to be a quarterly 
review, and there was one that occurred in May — there is one that 
occurred in February, should there not have been one in June, is 
my question. 

Mr. WiNOKUR. If there were transactions to review, yes, sir. 

Senator Levin. In other words, when you did not get a quarterly 
report, you assumed there were no transactions? 

Mr. WiNOKUR. Yes, sir. 

Senator Levin. And did you check? 

Mr. WiNOKUR. No, sir. 

Senator Levin. Now, did you know to whom he sold it, by the 
way? 

Mr. WiNOKUR. I did not know then. I learned later. 

Senator Levin. And who was that? 

Mr. WiNOKUR. Michael Kopper. 

Senator Levin. And had you known that, would you have wanted 
those quarterly reviews to continue? 

Mr. WiNOKUR. Well, I did not know 
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Senator Levin. Mr. Kopper was so close? 

Mr. WiNOKUR. I did not know Mr. Kopper was involved in 
Chewco. I did not know he was involved in all the things he was 
involved in, and had he complied with the code of conduct, we 
would have gotten into that much earlier. 

Senator Levin. But did you know that he was very close to 
Fastow? 

Mr. WiNOKUR. Well, I knew Andy had a bunch of bright people 
working for him. I did not know that Kopper was any closer to him 
than anybody else. 

Senator Levin. But if you had known, if Fastow had told you 
that he had sold his interest to Kopper, would you have said, 
“whoops, wait a minute; even though Fastow left, given our rela- 
tionship with Kopper, we better continue ” 

Mr. WiNOKUR. Absolutely. 

Senator Levin [continuing]. Those quarterly reviews? 

Mr. WiNOKUR. If I had known that the related party relationship 
continued informally as well as formally, I would have wanted to 
continue the reviews, yes, sir. 

Senator Levin. Now, when you did find that out, then what hap- 
pened? 

Mr. WiNOKUR. Well, I did not find it out until 

Senator Levin. August. 

Mr. WiNOKUR. No, I found out that he sold. I do not believe that 
I found out — I do not remember exactly when I found that Kopper 
bought it. I thought it was actually during the Powers work that 
I found out who bought it. 

Senator Levin. That was the first time you learned that Kopper 
bought it? 

Mr. WiNOKUR. That is my recollection. 

Senator Levin. Was it relevant as to who bought his interest? 
When you found that he had sold his interest, did it become rel- 
evant as to whom he sold it, since if he sold it to another related 
party, directly or indirectly, you would want the controls to con- 
tinue? Should you have asked who he sold it to? Given that history, 
should you not have asked who he sold it to is my question. 

Mr. WiNOKUR. I would have to look back at the August minutes 
to see what was said by Mr. Koenig about how it was sold. If it 
was said it was sold to an unaffiliated party, then I would not have 
thought more about it. 

Senator Levin. I asked you about whether or not there was an 
unwritten guarantee that LJM would not lose money in a deal with 
Enron. Were any of you aware of such a guarantee? 

Dr. LeMaistre. I was not. 

Mr. Duncan. I was not. 

Mr. WiNOKUR. No, sir. 

Senator Levin. Mr. Duncan. 

Mr. Duncan. I was not. 

Senator Levin. I think what we are going to do here is take 
about a half-hour break. I just want to summarize this one LJM 
issue, though, before we leave to sort of tidy this thing up. 

The things that really trouble me are the lack of real energy and 
effort by the Board in a situation where you are using accounting 
methods which are clearly at the margin, high risk. You were so 
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informed early. You know that you are using a lot of ofif-the-bal- 
ance-sheet entities, special purpose entities. You are into this 
whole area. You decide on a compensation review, and despite a de- 
cision in October 2000 to do it, you do not do it. 

No one ever saw this LJM initial placement memo. I take that 
back. Your lawyer did, apparently, but your lawyer, when he saw 
that the conflict of interest is being touted as a reason for investors 
to buy LJM apparently was not troubled by that. If I understood 
you correctly. Dr. Winokur, you never asked your lawyer as to why. 

Mr. Winokur. I did not learn that until my work on the Powers 
Committee, sir. 

Senator Levin. Right, but after that, you did not ask your 
lawyer 

Mr. Winokur. Well, I did not have direct contact with Vinson 
and Elkins at that point. 

Senator Levin. It is not the kind of active control and responsi- 
bility that I think we have to expect of Boards; that’s what it comes 
down to. That is just on LJM, and we will go into Raptors when 
we come back, but let us take a half-hour break now until 2:30. 
Thank you. 

[Recess.] 

Senator Levin. The Subcommittee will come back to order. 

We now come to the time when the Board dives into perhaps the 
most dangerous waters of all, and these are the Raptors, the very 
complex set of transactions that the Board knew about and ap- 
proved, despite questionable accounting and significant financial 
risk to Enron. 

The Raptor transactions consisted of a series of four complex 
transactions, each of which involved Enron, LJM2, and various spe- 
cial purpose entities. In each of the four complex Raptor trans- 
actions, Enron placed highly volatile shares of stock from compa- 
nies in which Enron had invested. Enron did this because it had 
already booked as income the increase in the companies’ share 
prices, and it wanted to protect itself from any loss if these shares 
dropped in price. And so Enron’s goal was to hedge these stocks. 

The problem was that no third party would agree to enter into 
a hedge to protect Enron from a loss on those shares, so Enron 
used LJM2, set up these special purpose entities, and secured each 
of the hedges by pledging its own stock as collateral. Through a se- 
ries of deceptive transactions and improper accounting entries, 
Enron recorded earnings on its books of about $1 billion, and an- 
other $1.2 billion in increased shareholder equity. 

If we could take a look at Exhibit 28b. ^ This is the “Hedging Pro- 
gram for Enron Assets,” as it is described, that was presented to 
the Board on May 1, 2000. And if you will look at the last page, 
where it says “Project Raptor.” When you look at the risks cited 
here, this lists the risks involved here, maybe, Mr. Winokur, you 
can explain this. 

Mr. Winokur. Senator 

Senator Levin. First of all, did you remember this before 

Mr. Winokur. Yes, sir. 


^ See Exhibit No. 28b which appears in the Appendix on page 306. 



75 


Senator Levin [continuing]. When you were talking to our staff, 
did you remember this? 

Mr. WiNOKUR. Yes, sir. 

Senator Levin. Details of this? OK. Do you want to explain 

Mr. WiNOKUR. To the best of my recollection, I did. 

Senator Levin [continuing]. What you were told back on May 1 
about the risks of Project Raptor, looking at those bullets? 

Mr. WiNOKUR. Sir, it was Enron’s staff practice when they pre- 
sented an item for recommendation and approval always to de- 
scribe the risks of the transaction. Every transaction obviously has 
risks and they would set them forward, and for each risk, they 
would have a mitigant. In other words, the idea was, this was a 
risk, they had already thought about it, and here is how they dealt 
with the risk. 

And in this case, one of the risks of a complicated structured fi- 
nance transaction like this was that it would not be properly able 
to be accounted for, and the mitigant was, and the minutes suggest 
or support this, as well, that Rick Causey, the Chief Accounting Of- 
ficer, and Andersen had been involved — in fact, Enron paid Arthur 
Andersen a fair amount of money for helping to structure this 
transaction so that it would conform to the accounting require- 
ments, and so that mitigant meant that the accounting scrutiny 
had been dealt with. 

Obviously, any time there is a hedge, there is a risk that the 
hedge does not work, and the mitigant there, if the hedge did not 
work, was to terminate the program. And, in fact, as I believe I 
have said here in the House, in the Powers Committee report, it 
says had the Raptor transactions been terminated in the first quar- 
ter of 2001 when it was clear they did not work, as opposed to their 
having been restructured without Board approval, I do not think, 
personally, Enron would be in the position it is in today. 

“Counterparty credit” just means that you have to have enough 
credit in the structured transaction to be able to execute the hedges 
you propose. 

Senator Levin. Now, first of all, what was your understanding of 
the words “accounting scrutiny”? Does that mean that it might not 
have complied with Generally Accepted Accounting Principles? 

Mr. WiNOKUR. No. That meant to me that it was important to 
make sure that the transaction was structured in a form that 
would pass accounting muster, and because Arthur Andersen had 
been paid to help work on the structuring and Rick Causey said 
they were comfortable and he was comfortable with it, that meant 
that risk was mitigated. 

Senator Levin. Did the Board understand that this was a true 
hedge? 

Mr. WiNOKUR. Well, I did, and I believe everybody did. 

Senator Levin. If you believed it was a true hedge, why would 
there be any risk to Enron? 

Mr. WiNOKUR. Well, Senator, we contributed unrealized gains on 
forward positions in the stock. In other words, we had an asset 
that had not previously been in Enron’s income statement and we 
used that in contributing it in this structure as credit support for 
the hedge. So any time — if we contributed Exxon stock and the 
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Exxon stock had gone down, that would have been the same issue. 
We would have terminated the hedge. 

Senator Levin. But my question, I think, is a little different, 
which is that if it were a true hedge, if you had gotten a third 
party to take that risk, your own stock would not have been at 
risk, would it? 

Mr. WiNOKUR. It depends on the structure of the hedge. 

Senator Levin. If it is a true hedge. 

Mr. WiNOKUR. Well, as I said, in my example 

Senator Levin. Do you not transfer the risk to someone else in 
a true hedge? 

Mr. WiNOKUR. Well, you transfer risk, but if for some reason the 
hedge does not work, then it terminates, and that is what I said 
in my example. If Enron had contributed Exxon stock and Exxon 
stock had gone down, the credit capacity of that vehicle would have 
not permitted it to be viable, and so in this case, instead of Exxon 
stock, we used unrealized gains in forward positions on Enron 
stock. 

Senator Levin. Did the Board understand that Enron stock 
would be at risk under some circumstances here? 

Mr. WiNOKUR. Yes. In fact, we 

Senator Levin. At the time of this deal, you realized that there 
was still a risk to Enron? 

Mr. WiNOKUR. Well, we had a large unrealized gain in these for- 
ward contracts, so we understood that realized gain would be at 
risk. That was part of the structure. 

Senator Levin. If, in fact, the stock price went down and the un- 
realized gain disappeared, did the Board understand that then 
Enron would have to — that Enron stock itself would be at risk — 
not just the gain, but that Enron stock would be at risk, that you 
were not transferring the entire risk to a third party? Did the 
Enron Board understand that, or did the Enron Board believe that 
you were transferring that risk to a third party? 

Mr. WiNOKUR. If the assets that were being hedged went up in 
value, then if the forward position was in decline, it would not have 
mattered, or vice-versa. 

Senator Levin. Yes. Now we are talking going down. 

Mr. WiNOKUR. The bad outcome was that both the assets and the 
forward position went down, that is, Enron stock went down and 
Avici or whatever stock was hedged, and in that case, which is ex- 
actly what it says here, program terminates early in negotiation of 
an early termination agreement. So this was contemplated as a 
possibility. 

Senator Levin. The Board understood, then 

Mr. WiNOKUR. That this possibility could occur. 

Senator Levin [continuing]. That Enron stock was being pledged 
as collateral? 

Mr. WiNOKUR. No, forward positions on Enron stock. It is a de- 
rivative instrument. 

Senator Levin. My question is, did they understand that Enron 
stock itself was being pledged as the collateral? 

Mr. WiNOKUR. Well, my recollection is, and I could look back at 
the previous page, was that forward positions were being pledged. 
That is my recollection. 
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Senator Levin. Then the answer to my question about Enron 
stock being pledged as collateral? 

Mr. WiNOKUR. We put seven million — from the previous page, we 
put stock in and we wrote — well, here, I think this was forward po- 
sitions, even though it says that — Senator, I am looking at the dia- 
gram here. I do not have from 2 years ago the specific terms. 

Senator Levin. Let me 

Mr. WiNOKUR. I believe that it was forward positions on the 
stock as opposed to the actual shares. 

Senator Levin. Forward positions on stock that Enron held in 
other companies? 

Mr. WiNOKUR. No, that Enron was contributing unrealized gains 
in its own stock as credit support to get this structure organized. 
This structure could then purchase stock in some other 
company 

Senator Levin. Let me try to ask the question, because it is an 
important question. Did the Board realize that Enron stock was 
being pledged as collateral for the hedge? 

Mr. WiNOKUR. I can only answer for myself. 

Senator Levin. You cannot give me a “yes” or “no” on that? 

Mr. WiNOKUR. My recollection is that we were using forward — 
unrealized gains in forward contracts. That is my recollection. 

Senator Levin. Therefore, the answer is you did not realize that 
Enron stock was being pledged as collateral for the hedge? If that 
is not your answer 

Mr. WiNOKUR. My recollection is just as I said, which is I be- 
lieved that we were using forward contracts, unrealized gains in 
the forward contracts. That is my recollection. 

Senator Levin. Why is that not then a simple, “no,” that you did 
not realize that Enron stock itself was being pledged as collateral 
to obtain that hedge? 

Mr. WiNOKUR. I do not recall that Enron stock specifically was 
being pledged ^ 

Senator Levin. OK. 

Mr. WiNOKUR [continuing]. Over and above the forward posi- 
tions. 

Senator Levin. That is good. Now, let me try to put this in a 
slightly different way. What did the Board understand to be the 
risk to Enron at the time it approved these transactions? 

Mr. WiNOKUR. The risks that were presented to us were, first, 
that the structured finance vehicle might not be structured in a 
way to meet the accounting rules, and that was mitigated, we were 
told, because Arthur Andersen was involved and Rick Causey ap- 
proved it. 

And second, we understood because of the forward positions in 
Enron stock that credit capacity could go away if, in fact, Enron 
stock went down, in which case the Raptors would have to be ter- 
minated. 

Senator Levin. Did you understand, then, that if Enron stock fell 
in value, that you would have to put up large amounts of Enron 
stock in order to pay off the guarantee to others who were willing 
to 


^See Exhibit No. 80 for clarification which appears in the Appendix on page 665. 
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Mr. WiNOKUR. No, sir. I understood that we would have to termi- 
nate the arrangement because the credit capacity would fall. 

Senator Levin. OK. Now, when you were shown Exhibit 32, ^ you 
asked for this, as I understand it, Mr. Winokur, the “Stock Price 
Risk in Financings” — you asked for a chart showing what would 
happen if Enron’s stock kept falling in price. You asked the man- 
agement for this. 

Mr. Winokur. Yes, sir. 

Senator Levin. And by April, Enron stock had fallen from $80 to 
$60, and this shows what would happen if it fell to $40. It lists four 
deals. Osprey and three of the Raptor transactions, and shows that 
Enron would have had to come up with another 45 million shares 
of Enron stock to pay these entities. Now, were you surprised by 
what you saw? 

Mr. Winokur. Well, I appreciated being provided the information 
I had requested. 

Senator Levin. But were you surprised when you saw that your 
stock was on the hook to this extent? Did that surprise you? 

Mr. Winokur. Actually, sir, what I read into this was Enron had 
about 800 million shares outstanding at this point. So what this 
chart said to me is if the stock price falls by another third from 
where it is, and at that time, I think that was not considered a 
probable event, Enron would have to issue approximately less than 
6 percent additional shares. So the dilution to the existing share- 
holders to top-up these vehicles would have been around 6 percent 
if the stock fell by a third. 

Senator Levin. And you were not surprised that your risk was 
that great in the Raptor transactions? That did not surprise you 
when you got that chart? 

Mr. Winokur. Actually, I thought that a 6 percent dilution 
matching against a one-third decline in the stock when the stock 
was not considered to be overvalued at that point, or not particu- 
larly — I do not recall the specifics — was not maximal dilution. 

Senator Levin. OK. You recognized that impact on Enron, the di- 
lution of its stock which would result from the Raptor transactions 
if Enron’s stock value went down, and that did not surprise you? 
You realized there was that great a risk in the Raptor transactions 
to Enron? That is all I am asking. 

Mr. Winokur. Senator, in addition, I would like to make the 
point that the fully diluted shares in the EPS calculation, Enron 
used a model to include these kinds of results in the fully diluted 
share calculation, so that the additional shares already were dis- 
closed in Enron’s disclosure documents and already were included. 

Senator Levin. When the risk was supposedly transferred, which 
was the purpose of those transactions, Enron maintained some sig- 
nificant risk, and you are telling me the Board was not surprised 
by that retained risk in Enron. Even though it was informed that 
this was a hedge transaction to transfer that risk to others, you are 
saying that the Board understood the extent of the risk to Enron 
that was left following the Raptor transactions, is that what you 
are telling me? They understood this? 


^ See Exhibit No. 32 which appears in the Appendix on page 334. 
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Mr. WiNOKUR. Sir, the handwritten note, which is a little hard 
to read, says, “Assumption: The value of the other assets,” it looks 
like it says, “were zero,” so I viewed this as a worst case scenario. 
In other words, the assets that were supposed to be hedged went 
to zero, and I did say earlier that the one bad outcome is the assets 
that were being hedged and the Enron forwards both went down. 
So worst case, the other assets are not worth anything — I think 
that says zero, the best I can read it — and even in that extreme 
case, Enron stock goes down a third and all the assets we put in 
these vehicles are worthless, there is only 6 percent dilution and 
it has been fully disclosed. I do not think that was a good outcome. 
I also did not think it was a very probable outcome. 

Senator Levin. My question is neither whether it was good or 
probable. My question is, did the Enron Board understand when it 
was hedging a risk that it was maintaining a risk to that extent, 
whatever the extent is? Did it understand that? 

Mr. WiNOKUR. Well, we assume, because in the previous 
exhibit 

Senator Levin. Can that not be yes or no? Did it understand that 
it was maintaining a risk to this extent under the circumstances 
that you just outlined? 

Mr. WiNOKUR. We understood that if the credit support we 
provided for the vehicle was inadequate, the vehicle would have to 
be terminated early. That was part of the presentation when we 
approved Raptor. 

Senator Levin. All right. And is not the shorthand for that, the 
Board understood that Enron was retaining a risk under the cir- 
cumstances that you just outlined? 

Mr. WiNOKUR. A risk, yes, sir. 

Senator Levin. And this shows the extent of the risk under var- 
ious circumstances. 

Mr. WiNOKUR. Under extreme circumstances. 

Senator Levin. It turned out not to be so extreme. 

Mr. WiNOKUR. Yes, sir — what were thought to be extreme cir- 
cumstances at the time. 

Senator Levin. And I just want to ask the other Board members, 
did they understand that this was not a hedge where the risk was 
transferred, but that a risk was retained to the extent that Dr. 
Winokur just outlined? Did you understand that. Dr. Jaedicke? 

Mr. Jaedicke. Yes, I did, sir, because that hedging strategy is 
explained in the annual report and had been used in Enron on 
many transactions. They are typically referred to as something like 
low-correlation hedges. 

Senator Levin. On this chart, I think it is Exhibit 27 in your 
books, 1 when you look at that chart, we see that the payments by 
Enron to LJM2 for the Raptors were $197 million. That is up at 
the top. Do you see that number? 

Mr. Winokur. Yes, sir. 

Senator Levin. And the loss to Enron is at the bottom, $710 mil- 
lion. That is the outcome of this. LJM got $197 million. Enron lost 
$710 million on that transaction. Would you agree with that sum- 
mary, Dr. Winokur? 


^See Exhibit No. 27 which appears in the Appendix on page 300. 
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Mr. WiNOKUR. Well, I would like to ask Dr. Jaedicke to talk 
about the reduction in shareholders’ equity, but as far as the 
losses, I do not know where these — I have not seen these numbers 
before, obviously. The Powers Committee had some numbers in 
them that were prepared by the Deloitte people. Those were not 
other than very rough estimates and the Powers Report specifically 
said that would assume that Enron had taken no other action and 
there is nothing else going on. In other words, it was a number 
that is just pro forma, add this and subtract that. It is not a num- 
ber that has any, at least in the Powers Report, had any backup 
that was provided. 

Senator Levin. Now, this is a number from the Powers Report. 

Mr. WiNOKUR. As a member of the Powers Committee, I specifi- 
cally said in my testimony in front of the House that the account- 
ing consulting help that we got was not reviewed by Deloitte and 
Touche and did not have any independent verification of it and did 
not assume that Enron would have taken any other action in the 
interim. 

Senator Levin. All right. Going back to the $710 million, this is 
what Enron put in its SEC filing. 

Mr. WiNOKUR. Yes, sir. 

Senator Levin. So can you accept that? 

Mr. WiNOKUR. Yes, sir. 

Senator Levin. OK. So Enron showed a reduction in earnings 
due to Raptor termination of $710 million. The $197 million was 
made by LJM2. That is the outcome, and I am just saying, do you 
differ with those numbers? 

Mr. WiNOKUR. I do not have any disagreement with that. 

Senator Levin. Would you acknowledge today that the Raptors 
were, in hindsight, a disaster for Enron? 

Mr. WiNOKUR. Sir, what I would say, and I said, I believe, in my 
statement this morning, if management had come to us in the first 
quarter and said the Raptors did not work, it was a great idea, but 
it did not work and we want to cancel them, Enron would have 
taken then something like a 50-cent a share charge. Mr. Skilling 
told the Powers Committee he did not think at that time, in the 
first quarter of 2001, that Enron stock would have been affected 
materially because lots of companies were writing off high-tech, 
broadband, and other kinds of investments. 

So had the Raptors been terminated early, which is what we 
thought would have happened in May 2000 when we approved 
them if both the assets and Enron’s forwards went down, we would 
have had a loss. It would have been a large loss, $400 or $500 mil- 
lion, but it would have been manageable by Enron. And the fact 
that the $800 million of additional stock was contributed and the 
Raptors were restructured without Board approval also gave rise to 
the accounting error that led to the equity write-off, and as I said 
this morning, I think that combination turned out to be a very bad 
thing. 

Senator Levin. If a real third party had participated in the 
hedge, would the outcome have been different? 

Mr. WiNOKUR. Well, I do not know the answer to that except for 
one thing, and that is a real third party would not have been able. 
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presumably, to restructure itself without Board approval in the 
way that this happened. We were not told of the restructure. 

Senator Levin. OK. 

Mr. WiNOKUR. And LJM2 had many outside investors. It was a 
real third party. It had a related party as an investor, but it was 
a creditworthy third party when we dealt with it. 

Senator Levin. You have seen a number of red flags now along 
the way, starting as early as 1999, February 1999, where it was 
stated that Enron’s accounting was pushing limits. We have seen 
the various ways in which fund flows were generated to move as- 
sets off the balance sheet with Whitewing, with LJM, with Raptor, 
and the losses that were caused here. Then we see a steady decline, 
we saw in that earlier chart, of Enron’s stock from which it is not 
going to recover. 

During this time, the Board saw no red flags at all, no sense of 
trouble that lies ahead until mid-October 2001, and that is when 
you learned that Enron would take an equity write-down of $1.2 
billion. That was the first time you testified that you saw any sign 
of trouble. We have demonstrated, I think, plenty of signs, but 
nonetheless, the Board did not see those signs. 

But a number of people associated with Enron did see the writ- 
ing on the wall well in advance of the announced write-down, even 
if the Board did not. One example is a senior Enron executive who 
left Enron in September 2001, and despite an effective separation 
date of November 2001, this individual sent a series of E-mails to 
his stockbroker about selling Enron stock. So this is September 
2001. 

Here is what he said on October 2, a few weeks before Enron’s 
problems became public, and this is Exhibit 33a,i if you wish to fol- 
low along. This is a senior Enron executive now. “I think we may 
want to sell some Enron calls in the next few days before earnings 
are released. I don’t know anything, but I know how Enron works 
and I am sure they will be able to show strong recurring earnings, 

. . . and do some housecleaning on some non-productive assets.” So 
he says he knows how Enron works and will show some strong re- 
curring earnings, and again, this is additional evidence suggesting 
that Enron management was deliberately engaged in earnings 
management. 

Then on October 4, the same person writes, “I think we should 
begin thinking about shorting January calls on, say, 100,000 shares 
at or near the money. . . . There are a number of analyst reports 
out that are really trying to push up the stock and with a little 
help from the market, they may get a few more points out of it over 
the next few days.” Then later the same day, he writes, “I believe 
[Enron] stock has limited upside in the near term and, in fact, has 
some downside exposure.” 

Now, this is a pretty strong statement &ven the fact that the 
stock had already fallen from $90 to about $30 a share at the time 
that he wrote these E-mails. His comments are deeply troubling. 
This is a senior officer at Enron, not yet separated when he begins 
selling calls, and a few weeks later, Enron took a $800 million 
earnings hit and a $1.2 billion reduction in shareholder equity. We 


^See Exhibit No. 33a which appears in the Appendix on page 335. 
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cannot release the person’s name at this time. We are still looking 
into the matter. But if the facts bear it out, we will be recom- 
mending to the SEC that they open an insider trading investiga- 
tion with regard to this individual. 

But in terms of what he knew, what he saw from the inside, 
which you did not see until later, I am wondering whether you 
have any comments that you want to add. Does anybody want to 
add any comment to that? 

[No response.] 

Let me ask you about Ken Lay’s loans. Let me ask Senator Car- 
per before I get to that. 

Senator Carper. Thank you, Mr. Chairman. We appreciate your 
patience and your sticking with us into this afternoon. 

Dr. Jaedicke. 

Mr. Jaedicke. I am sorry, sir. I was not paying attention. 

Senator Carper. That is all right. I understand from the intro- 
duction today that you ran the business school at Stanford? Did 
you? 

Mr. Jaedicke. I was Dean of the business school. 

Senator Carper. You were the Dean of the business school. 
When I was in the Navy, we were stationed at Moffett Field, Cali- 
fornia, not far from where you used to hang your hat, and I lived 
in Palo Alto and Menlo Park. In fact, I lived on Santa Cruz Ave- 
nue, right up against the Stanford golf course, and I remember as 
a younger man going to — I am not Catholic, but I remember going 
to a lot of folk masses on Stanford at the campus on Sundays and 
very much enjoyed those. I have good memories. One of my best 
friends, my roommate for part of the time I was in the Navy out 
there, ended up going to the Stanford business school, I think at 
the time that you were running it, and from time to time, we 
talked about case studies in different businesses, some that did 
well, some that did not do so well. 

I think we have got a classic here that the business schools, I do 
not know about Stanford, but certainly a lot of them will come back 
to this one time and again to figure out how they got into trouble 
and how a company thought to be as successful and as mighty as 
Enron could tumble so quickly. 

How would you describe it to the next generation of business 
school students at Stanford who say, this is what happened and 
this is how they got into this mess and why they could not get out 
of it? How would you describe it? 

Mr. Jaedicke. I think, first of all, you would have to say — you 
would have to indicate that there was a lot of incomplete informa- 
tion floating around — well, I would not even say floating around, 
reported, that a lot of the reports were not accurate, that some of 
them were misleading in terms of how good things were or how 
much things had been looked at. 

I think you would have to say this is a classic case of having lots 
of overlapping controls, which I said in my statement, involving 
lots of different people, trying to get very good advisors, trying to 
cope with the problem — the classic problem that all boards have if 
you are supposed to monitor management and management pro- 
vides you the information. What do you do? You put in place the 
best controls you can think of, and these did not work. 
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Then I suppose you could back off and say, well, why do you 
think they do not work? We will describe to you the situation and 
then you, as students, tell us why you think they did not work. 
That is kind of the classic case, I guess, to get them to confront 
that problem. I am not sure that I would have any answers for 
them other than the integrity of the people and so on that were 
supposed to furnish information to us. It was not always what I 
would want it to be. 

Senator Carper. We talked earlier about whether or not we can 
legislate character or legislate integrity and I think we pretty much 
agreed that is a hard thing to do. I did not, but I might have gone 
on to say some folks who looked at the situation have suggested 
that while the Congress cannot legislate integrity or character, one 
of the things we can do is to pass laws that call for punishment 
for people who break our laws. The Congress, it is not our responsi- 
bility to prosecute and to convict those who have done so, but as 
you know, with our system of government, we pass the laws and 
then we leave it to the Executive Branch and the Judiciary to en- 
sure that the laws we passed are enforced. 

One of my hopes of what is going to come out of these hearings, 
and we thank you again for joining us, is that the anger, the frus- 
tration that so many Americans feel — and you have heard it and 
you have felt it, certainly we have — will be transformed into ensur- 
ing that justice is done in these instances. 

If I could sort of segue from there, Mr. Chairman, for just a mo- 
ment, we are going to have, I think, a second panel, I hope later 
today, with some very knowledgeable people who know a thing or 
two about corporate governance who are going to, I do not know 
that they are going to second-guess you, but they are going to come 
in and certainly give us their perspective. 

I just want to ask you a couple of questions, and I hope to be 
able to ask that panel. One of those deals with the independence 
of board members and what we can do, given your experience on 
this Board and other boards that you have served on, what can we 
do? This is for anybody on the panel. What can we do? What ought 
we do to better ensure, not just we in the Congress, but we collec- 
tively, to ensure that members of boards of directors have the kind 
of independence that will better ensure that they make decisions 
that represent the interest of the shareholders? Anyone? 

Mr. Blake. Senator, I think that I would like to respond to some 
of the comments that were made this morning, I, frankly, agree 
with. I think there has to be scrutiny relative to what extent of in- 
volvement a member or director has on a board with a company 
and to assess whether that could, in fact, present a conflict of inter- 
est situation, in other words, too much vested interest in the rela- 
tionship with the company such that it cannot be — that person can- 
not be independent or dispassionate about decisions that need to be 
made. 

I think, also, that in this case, this Board actually percentage- 
wise has a relatively high level of independent directors on its 
Board and I think that is a good thing. There is probably a ration- 
ale to have some inside directors, particularly as it relates to con- 
tinuity and succession of management. It is very common, for ex- 
ample, when one CEO was leaving and there may be a COO or 
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something of that nature, where you want to give exposure of that 
potential successor to the board and to have that individual partici- 
pate in the board. There is real ample justification, perhaps, of 
having, say, two, particularly in light of the succession situation. 
Otherwise, I would be more inclined to suggest that just the CEO 
should be a member, except for the isolated situation. 

Senator Carper. OK. Other thoughts on board independence? 
Other comments from any of you with respect to board independ- 
ence, steps that need to be taken to better ensure board independ- 
ence? 

Mr. Jaedicke. Senator, I suppose you could give the simplistic 
answer and say, well, you could pass legislation or come up with 
regulations that would say you cannot have a consulting arrange- 
ment. There is a trade-off here. It is disclosed, it is controlled, but 
Mr. Urquhart, for example, was an expert in the — ran the power 
division of GE. I am sure he gave us a lot of help overseas. It is 
like — I suppose you could say, well, maybe that individual should 
not serve on the Board. Well, the question is, can you get him? 

I do not know how to — I realize that this is my personal answer, 
and it is just an opinion. Free enterprise is great because it is free. 
Now, if you want to impose constraints on it, there is always a 
trade-off. I am not going to tell you that you should not impose 
some constraints because maybe your assessment of those trade- 
offs is different than mine. That is what makes a system work, I 
guess. 

Senator Carper. Let me just interrupt. I do not mean to be 
rude 

Mr. Jaedicke. I do not know how to answer this. 

Senator Carper. This is not a trick question. We have got a lot 
of wisdom represented at this witness table and this is an issue we 
are going to deal with, and we can make wise decisions or unwise 
decisions, and if you have some thoughts, just share them with us 
from your heart. 

Mr. Jaedicke. I guess I do not understand what you are asking 
me, sir. 

Senator Carper. Anyone else? If not, I could restate the ques- 
tion. 

Mr. Duncan. Well, I will try that. I agree that every board mem- 
ber should be independent. Those that are not 16(b) officers should 
be totally independent, period. That, I agree to. 

I would think that a board could do something like we did, and 
that is have an annual board appraisal, and in that board ap- 
praisal have items that would lead one to conclude that member 
is independent. Now, how you write the textbook on that would 
take some time. 

Senator Carper. Anyone else? 

Dr. LeMaistre. I have wondered a great deal about the rotation 
of directors. It seems to me that during service on a board, it takes 
a good while to get acquainted with the business, especially for a 
physician. I can tell you that after a period of time, it would seem 
to me that a rotation would serve to give an indoctrination period 
to others coming on so that they could learn to be fully effective 
while over two-thirds of the board would be experienced. But it is 
just a thought. I do not know whether boards do that or not. We 
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did not do it at Enron. I did discuss that with some of the 16(b) 
officers as a possibility. 

I also feel that in the board’s self-evaluation, there has to be ac- 
tion taken and there has been action taken in the Enron Board. 

Senator Carper. You say there has? 

Dr. LeMaistre. There has been when a Director was not found 
to be effective in representing the shareholders. 

Senator Carper. Dr. Winokur. 

Mr. Winokur. Sir, my colleagues are knowledgeable and, I think, 
articulate about this subject. I would just say that Enron’s Board 
was voted one of the five best in the country 2 years ago — because 
I still have the plaque somewhere in my office. 

Senator Carper. Hold on to that. [Laughter.] 

Dr. LeMaistre. But more importantly than that, we did go 
through a self-evaluation process and we attempted to conform 
with the best practices that the General Motors Pension Fund and 
all of the other governance entities did. So I think that independ- 
ence is important, and I think a board that tries to improve itself 
all the time is important. 

Senator Carper. Thank you. Mr. Chairman, I do not want to go 
on too long. Do I have time for one more? 

Senator Levin. Sure. 

Senator Carper. What kind of future, if any, is there for Enron 
coming out of bankruptcy? What do the folks who are involved in 
still holding shares or the people who are the employees or were 
the employees who have the shares in their 401(k)’s, what do they 
have to look forward to? 

Mr. Blake. Senator, not very much, unfortunately. I think the 
jury is still out, but as represented by the recent 8(k) filing for the 
write-down that I believe Senator Levin mentioned in his com- 
ments this morning, there is an imbalance, obviously, in terms of 
claims against the estate and assets. We have already stated ear- 
lier that there is no specific value and current equity of Enron. 

As it relates to employment as contrasts with perhaps an invest- 
ment in Enron stock, the Board, Pug and I and the Board approved 
an organizational plan which we presented to the Bankruptcy 
Court last week called OPCO, which basically takes the traditional 
assets of the company, pipeline investments, power generating in- 
vestments, and things of that nature, within which there is some 
level of synergy and relationship to the component makeup of that 
entity. It is hopeful that we can, essentially, try to sell these var- 
ious business interests into and through a trust with something 
they call a 363 sale. The sale out of bankruptcy of these assets in 
a trust would take place whereby all the claims against the estate 
would be set aside, until such time that this OPCO company could 
then go operate as a stand alone ongoing business. 

And the view, with which I personally agree, is that the ongoing 
value of the company is better than break up or liquidating value 
of assets. Enron is one of the more efficient gasline, pipeline sup- 
pliers and operators in the country. It is one of the lowest cost pro- 
ducers. Its reliability is one of the best in the industry. So there 
is real value and there are great people in that business. 

So the hope is that we will be able to take this collection of as- 
sets called OPCO, have it purchased out of bankruptcy into a trust. 
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and as such there would be employment for those employees and 
a livelihood to go forward, as contrasts with perhaps liquidating 
those assets. Otherwise, I think there are many assets that will be 
liquidated, and I do not want to get too far into discussion on that, 
but there are a lot of claims still out there and a diminishing level 
of assets, unfortunately. 

Senator Carper. All right. Thank you. 

Mr. Blake. You are welcome, sir. 

Senator Carper. Mr. Chairman, do I have time for one more? 

Senator Levin. Sure. 

Senator Carper. Just imagine for a moment that you were not 
sitting there and meeting the responsibilities that you now hold in 
your lives but you sat up here and you wore our hats for a while. 
Let me just ask each of you, if you were in the role of a member 
of the U.S. Senate, can you think of one thing that you would do, 
whether it is with respect to corporate governance or the role or re- 
sponsibilities of the accounting firms and the way they are man- 
aged or governed, or 401(k)’s, one thing that you think needs some 
legislative action, needs to be addressed legislatively, not just the 
marketplace forcing the changes, compelling the reforms, not just 
the SEC, not just the Federal Accounting Standards Board, but 
something that we need to do, could you give me an example, each 
of you, just one example of something that the Congress needs to 
do to better ensure that this sort of thing does not happen again? 

Mr. Blake. First of all, I think the comment was made earlier 
by some of my colleagues this afternoon, this morning, disclosure. 
Truth does not hurt, and the more disclosure the better, as far as 
I am concerned. That, frankly, is the governing mechanism of off- 
balance-sheet transactions, is the requirement of disclosure, the 
adequacy and completeness of disclosure. I think that is a practice 
that probably could be extended beyond where it is today, person- 
ally. 

I do think there is an accountability that CEOs like myself have 
in terms of being honorable to my position and should be accepting 
of the consequences if I were to misbehave or I have proven to have 
been involved in a wrongdoing. Frankly, I think, personally, having 
such an act that would suggest criminal liability, if that was — it is 
a gray area in terms of negligence and whether there was really 
intent to deceive, but if, in fact, there was an intent to deceive and, 
in fact, it was a fraud and that the leader of that company was re- 
sponsible for perpetrating that fraud, I would hope that there 
would be a criminal action against that individual. 

Senator Carper. All right. Thank you. 

Mr. Blake. That has no application to Enron. It is just a philo- 
sophical statement. 

Senator Carper. I understand. Thank you. 

Dr. LeMaistre. The company’s most valuable asset is its employ- 
ees. I think the 401(k) should be managed by the employees, but 
there should be some oversight to correlate with the top manage- 
ment, the CEO, and the board so that you can be sure that those 
employees who are managing the fund know fully what the condi- 
tion of the company is, especially with regard to stock. But that 
does not happen. At Enron, there is no fiduciary responsibility of 
the Compensation Committee nor any management responsibility. 



87 


Our only responsibility is to amend the original plan when amend- 
ments are required. 

Senator Carper. Thank you, sir. 

Mr. Jaedicke. Sir, I do not know that I could answer your ques- 
tion. I have been so busy that I do not really think I know enough 
about the public policy to say what you should focus on. I have no 
disagreement with what my colleagues have said here, but I am 
just really not well enough informed on this whole process to sug- 
gest to you anything other than something off the top of my head. 

Senator Carper. If something comes to mind and you would like 
to share it with us later 

Mr. Jaedicke. I certainly will. 

Senator Carper [continuing]. We would be delighted to have it. 

Mr. Jaedicke. I certainly will, and I promise you I will think 
about it, and if I think I can pass along anything that would be 
of any help to you, you will hear from me. 

Senator Carper. Thanks so much. 

Mr. WiNOKUR. Senator, this is not meant to relate to Enron, be- 
cause I do not think it would have — I do not think it is particularly 
applicable, but I think, going forward, I would find it very helpful — 
we talked about it a little bit earlier — if the whole issue of stock 
versus performance options versus stock options could be simplified 
and clarified and made people as agents, because employees are 
agents for the shareholders, made their incentives more closely 
tied. There are many people, including the chairman, who have 
thought a great deal about that. I do not have the specific pro- 
posals. But the more there is disclosure and the more the incen- 
tives are aligned with the owners, the better things will be. 

Senator Carper. Thank you. Mr. Duncan. 

Mr. Duncan. Senator, I agree with what my colleagues have 
said. The only thing that I would add is that the world goes on at 
a faster and faster speed. As the Internet comes into play in bigger 
and bigger portions — most of the SEC Act was, what, 1933 or some- 
thing like that — as that comes into play and derivatives come big- 
ger and bigger into the world, and a cashless society becomes a to- 
tally cashless society, the rules might have to be a little different 
as you move into that. I do not think that they are overdue, but 
I think they will be due. 

Senator Carper. All right, thanks. 

Mr. Jaedicke. Senator, can I make one comment that may sound 
a little facetious, but he reminds me. I do not really believe it is 
facetious. It seems to me that one of the things — I do not think 
management would like this very well because it may disclose 
things that really are not vital to the investment decision but 
would give away trade secrets or financing secrets or something 
like that — I have this vision in the back of my head as an account- 
ant that the way to deal with the disclosure problem is do away, 
eventually, in this information age, with the annual report and just 
send everybody a compact disk. 

And on that compact disk would be all kinds of information, and 
then you could maybe imbed in that — now, this sounds hare- 
brained, but I do not think we are too far away from some of these 
things — the software that would say, off-balance-sheet does not 
mean out of the statements. What it means is you have disclosures 
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in different places than the balance sheet and the footnotes. One 
of those footnotes would be — you were worrying earlier about the 
assets that are off the balance sheet and in the non-consolidated 
subsidiaries. 

I am sure even I could give you a piece of software so that you 
could say, well, here is a statement that is according to GAAP now, 
but those subsidiaries are not consolidated. I would like to see 
them consolidated. That would be like falling off a log. And then 
you can see all of the assets that are in that footnote. That would 
be the idea. 

Now, I realize that is kind of hare-brained, but my colleague has 
reminded me 

Senator Carper. That is a great idea. 

Mr. Jaedicke [continuing]. That we are in a new age. 

Mr. Duncan. And it would also save the company money. 

Senator Carper. Mr. Chairman, years from now when it is time 
to send out those annual reports and we open up our mailboxes 
and out of them fall these CDs, we will know where the idea came 
from, right here on this day. 

Mr. Jaedicke. Thank you. 

Senator Carper. Thank you all. Mr. Chairman, thanks. 

Senator Levin. Let me get back to Ken Lay’s loans. In May 1999, 
the Enron Compensation Committee told Ken Lay that — and by the 
way. Senator Carper, because you were inquiring, I think, in a very 
gentle way, I should be done in about 10 minutes, in case anyone 
else is trying to plan a schedule, too. [Laughter.] 

I want to take just a moment, though, on Ken Lay’s loans. The 
Compensation Committee told Mr. Lay that he could repay his 
company loans with stock in May 1999. At that time, he had a line 
of credit with Enron of about $4 million, and that was raised to 
$7.5 million in August 2001. 

But in a 1-year period, from October 2000 to October 2001, Mr. 
Lay began using an “ATM approach” to his Enron credit line, as 
one Board member put it in his interview. If you look at Exhibit 
36,1 ]y[j. Lgy repeatedly withdrew the entire amount available, and 
then repaid the loan with Enron stock. First he did this about once 
per month, and then about every 2 weeks, and then on some occa- 
sions several days in a row. By the end, he had obtained $77 mil- 
lion in cash in exchange for his Enron stock. 

Now, every Board member acknowledged to us that these trans- 
actions could fairly be described as stock sales. By characterizing 
them as loan repayments, though. Lay was able to bypass the rules 
for quarterly disclosure of insider stock sales and was able to delay 
reporting his stock transfers until the end of the 2001 calendar 
year plus 45 days. All the Board members told us that they did not 
know that this was going on at the time, and they were shocked 
to learn of it later. The facts suggest, and your reactions suggested, 
that Ken Lay was abusing his line of credit. 

First of all, do you agree that he was abusing his line of credit? 
Dr. LeMaistre. 

Dr. LeMaistre. May I comment on that in two ways. First, just 
from what I have seen of the records, this is very unusual behavior. 


^See Exhibit No. 36 which appears in the Appendix on page 350. 



89 


This is very clearly a different pattern from what occurred in the 
previous years. 

Second, the loans were characterized as a line of credit and that 
interpretation needs always in the future to be clarified. I think it 
is a very important point. 

The third thing is that we found out about this only this year. 
I believe it was February when we finally learned of this, primarily 
because of the point you made, Mr. Chairman, and that is the dis- 
closure does not come periodically forward to the Board or to any 
other Federal agency or the SEC. 

So the surprise that occurred here was one that really concerned 
all of us greatly without any understanding of why it was nec- 
essary. The only comment ever made to me personally by Mr. Lay 
was that he had found the previous loan useful and that he would 
like to have the loan increased to $7 million. Checking with Towers 
Perrin, I found that was a mid-line range, that there were loans 
much higher than that to executives. We had a lot of experience 
at Enron over many years with loans to executives. We have never 
seen this before. Therefore, we were very deeply concerned about 
this. 

Senator Levin. In your judgment, did this constitute an abuse of 
his line of credit? 

Dr. LeMaistre. I think it is subject to another concern. With the 
confusion over the definition of the terms, you hear terms like “re- 
volver” and all of the other terms that would more characterize this 
used interchangeably. It is not a term I care to use, but I have 
heard that term — I think the real problem comes in what is the 
code of business conduct. One of the lines in the Enron code says 
you will do nothing to hurt the interest of Enron, and taking this 
much money out and repaying it with stock when the stock is de- 
clining certainly is very devious. It is very difficult for me to under- 
stand why that did not hurt Enron. 

Senator Levin. You are stopping a little short of saying that it 
was an abuse. Is that intentional? 

Dr. LeMaistre. It was intentional, yes, because I do not know 
the circumstances. 

Senator Levin. Does anyone else have a comment on that? 

[No response.] 

OK. Dr. LeMaistre, let me just ask you this. Whose job is it to 
monitor and stop that from happening? Whether you call it an 
abuse or short of that — I think it is an obvious abuse, but you say 
that you were concerned, dismayed — but in any event, whose job 
was it, if not yours and your Committee, to monitor that particular 
activity of Ken Lay? 

Dr. LeMaistre. There are three points in this. The Treasurer re- 
ceives the request and disburses the money. A lawyer in the Gen- 
eral Counsel’s office receives the stock back and it is registered 
with the person who then must make the filing, unfortunately, 45 
days after the yearend. 

To correct that, some kind of quarterly reports will be needed. If 
the CEO has the loan, the report should come directly to the board 
by the people who handle the transations. 

Senator Levin. But looking back at this now, you do not feel that 
you had any responsibility to monitor this? 
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Dr. LeMaistre. We had never had any responsibility to monitor 
this. 

Senator Levin. Does anyone else want to add anything to that? 

Mr. Blake. Senator, I would. I do not want to go close to the 
word “abuse,” but I would say that as a CEO, it is not what you 
say, it is what you do. Sale of a stock in the nature that took place 
was inappropriate. And, I also personally feel as a member of the 
Compensation Committee that I agree with everything that Mickey 
said, that we did not know about this until February of this year. 
I was absolutely shocked by this. And I would suggest that if we 
had a chance to have known that occurred, we would have taken 
immediate and corrective action to ensure that behavior would not 
happen again. 

Senator Levin. See, what I would hope for would be outrage. 

Mr. Blake. Well, I can use that, too. 

Senator Levin. Good. That is what we would hope for. I have not 
felt it. 

Mr. WiNOKUR. Senator, it would be impossible to feel anything 
other than outrage, given the amount of money that was lost by 
the employees, the amount of jobs that were lost 

Senator Levin. I did not hear that. I gave you all a chance to 
comment. I said, is it an abuse? Dr. LeMaistre would not go that 
far. I am glad to know that once I used the term “outrage,” that 
at least that resonates, because I have got to tell you, I did not 
sense outrage here. 

Mr. Blake. You have got it. 

Senator Levin. I have got it, OK. Good. 

Mr. Winokur. This made me very angry when I heard it. 

Senator Levin. Good. I am glad, and I wish that was trans- 
mitted. 

What stands out here, this is perhaps a harsh thing to say, but 
I must tell you that we have learned a lot today in terms of infor- 
mation, but what really stands out to me is the denial of any re- 
sponsibility on your part — for what happened to Enron. A highly- 
paid Board not taking any responsibility for the events at Enron, 
with a management that was just management gone wild. That 
last question was just one of about 20 examples of where we had 
this swashbuckling management, this arrogant, greedy manage- 
ment that was stuffing their own pockets with the money of share- 
holders. 

What we need in boards are people who are willing to stand up 
to management. You have got the backgrounds to do it. You have 
got the experience and knowledge. But what comes out is that you 
all say you did not do anything wrong, and what I am afraid of is, 
too often, you did not do anything, period. I mean, there were a lot 
of warning signs along the way. 

You did not hear Andersen say that Enron used high-risk ac- 
counting. You did not remember the details of White wing as of 3 
weeks ago. There was a $2 billion off-the-books vehicle, but no in- 
terest in reviewing LJM’s private placement memo. When you 
learned about that memo — this is the memo that was touting a 
conflict of interest that cost your company that you have the fidu- 
ciary duty to protect. It cost your company, that LJM enterprise. 
It made a lot of money at your expense. There was a conflict of in- 
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terest that was inherent right in it, because the guy who was sell- 
ing, or that you were selling assets to, was on both sides of the ne- 
gotiating table. He did very well at LJM, while Enron and its 
stockholders were getting socked. 

But even after the lawyers told you about it or you read about 
it in the Powers Report and the lawyers were asked to look at this 
document, it touts conflict of interest. That is about the only thing 
you can say. It holds out this insider information that these folks 
had in Enron while selling partnership interests in LJM. You have 
not asked those lawyers, my God, how could you not have brought 
that to the attention of the Board? 

You did not press to learn Fastow’s LJM compensation for 1 year 
after you were supposed to look into it. The Board directed that 
you would look into this compensation. A year goes by. An em- 
ployee of Enron says she does not have the information, she will 
get back to you. She does not get back to you. Nothing happens. 
You read about it in the newspaper. 

You did not ask who bought Fastow’s interest in LJM, even 
though LJM meant $2 billion in funds flow for Enron — no inquiry 
as to who bought that interest. You knew there was something 
wrong there by then, but still, no inquiry, no questions. No ques- 
tions about the Fortune article. 

I do not see any concern about the $27 billion that were rep- 
resented when half of Enron’s assets were off the books. Sixty-four 
percent of Enron’s international investments were underper- 
forming. Forty-five million shares or more of Enron’s stock were at 
risk in the Raptor transactions. It does not set off any alarm bells. 
This is stuff that you knew. 

You did not ask to see Watkins’ letter when it was presented to 
the Board. You got the memo summarizing it, but you did not ask 
to see that letter itself 

Mr. Blake. Sir, I beg to differ. We did ask for the letter. 

Senator Levin. OK. Did you get it? 

Mr. Blake. Subsequently, but not right away, yes. 

Senator Levin. I will stand corrected, then. You got it subse- 
quently. 

You really did not know of anything wrong, despite all of that, 
until the Wall Street Journal told everybody something was wrong 
on October 18 when the world found out. I think that is unaccept- 
able, for a Board to be that out of touch with the reality of their 
own company. I think you were taken advantage of, too. I think 
your passivity was taken advantage of — I do not have any doubt of 
it — by the management. 

That placement memo that I made reference to, which has this 
touting of this insider information at your expense, was issued on 
October 13, 1999, which was just 1 day after the Board approved 
LJM2. This is a pretty complicated document here that Fastow put 
out. It was obvious he assumed that you would approve this 1 day 
before he put it out. He counted on that approval. 

It looks like Enron’s Chief Financial Officer saw you as a rubber 
stamp. It is just deeply troubling to me, because I know you are 
good people. I have no doubt about the fact that you are individ- 
ually good people. I do not know you personally, but I know your 
biographies and I can see that. But this responsibility is placed on 
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the shoulders of good people, and sometimes good people do not 
carry out that responsibility well. 

The shareholders elected you to use independent, tough judg- 
ment, to probe for facts, not to accept whatever management gives 
you. I do not believe you looked hard. I do not believe you asked 
tough questions. I do not think you considered the personal motiva- 
tions that prompted related party transactions that ultimately did 
contribute to your downfall. 

We have gone through the warning signs that you knew of. 
There were many of them. We have tried to go through some of 
them this morning and this afternoon. As I said, directors are not 
expected to be detectives. They are not expected to assume that 
misconduct pervades the highest reaches of management. But they 
are expected to be more than a rubber stamp for management. 
They are expected to dig for facts and understand complexities and 
to say no to transactions that do not look right. 

I think the shareholders deserved better than what they got. Too 
often, I believe you were followers and not leaders, not the captains 
but followers. The management there had created this corporate 
culture where anything goes as long as it could produce apparent 
profits, and those profits that appeared on the financial statement 
then increased the share price. That was the culture. That was the 
environment. That rise in stock price, while I am sure gave great 
pride to members of the Board, failed to stimulate even one Direc- 
tor to consider that age-old truism that if something looks too good 
to be true, it probably is. 

I hope we all learn from the Enron debacle. I hope Congress can 
pick up some of the points that are learned, whether here or in 
other committees or in the media or through just investigation, to 
take appropriate actions to tighten up the accounting standards, to 
increase independence of auditors, to give the SEC responsibility to 
require the directors and the auditors to be more responsible to the 
shareholders. 

We have our responsibility. The SEC has responsibility. But the 
first line of defense against corporate abuse lies with the Board of 
Directors. There is just no substitute for it. We can pass all the 
laws in the world and all the regulations can be adopted by the 
SEC, but the corporate governance responsibility must rest with 
the Board of Directors. I would just hope that in all areas, whether 
it is the regulatory area, whether it is the legislative area, or 
whether it is that area of corporate culture that so badly needs to 
be changed into a fiduciary culture, from a culture of the share 
price is a god, to a fiduciary duty is a true obligation, that is the 
change that has to be made. 

You folks have been participants in an experience which I am 
sure has been painful to you. It is painful to the shareholders of 
the company that you ran as Directors, and it took a toll on the 
economic system. But we are hoping that this hearing and this in- 
vestigation will contribute to some corrections, that they will be 
common-sensical, that they will be thoughtful, that they will try to 
avoid unintended consequences. We will keep our focus on what we 
can properly do and what the SEC can properly do, and just leave 
to our people of integrity that will be on these corporate Boards the 
understanding as to that responsibility and that obligation to rep- 
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resent the shareholders and to stand up to management when 
management gives any indication that they are going in the wrong 
direction. 

We thank you. It has been a long hearing. We thank you for com- 
ing forth. As I said, you have done so voluntarily. You have cooper- 
ated with us. You have presented what we have asked for with doc- 
uments. We would greatly appreciate your continuing cooperation, 
and we will now move to the second panel. Thank you all. 

The second panel of witnesses are experts in corporate govern- 
ance and accounting. First, Charles Elson, Director of the Center 
for Corporate Governance at the University of Delaware, a leading 
expert in corporate governance issues; Michael Sutton, the former 
Chief Accountant at the Securities and Exchange Commission from 
1995 to 1998; and Robert Campbell, former CEO, Chairman of the 
Board of Sunoco, and current Board member of Hershey Foods, 
CIGNA, and Pew Charitable Trusts. 

It is a distinguished panel. We first of all must tell you how 
grateful we are for your staying with us. I do not know whether 
we warned you that it might be this long of a wait. If not, I apolo- 
gize for not alerting you to it, but in any event, we are very grate- 
ful that you stayed with us. 

As I indicated this morning, pursuant to Rule VI, all of the wit- 
nesses who testify before us are required to be sworn, so I would 
ask you to please stand and raise your right hand. 

Do you swear that the testimony you will give before this Sub- 
committee will be the truth, the whole truth, and nothing but the 
truth, so help you, God? 

Mr. Sutton. I do. 

Mr. Elson. I do. 

Mr. Campbell. I do. 

Senator Levin. We will try that timing system again. If you can 
see these lights, 1 minute before 10 minutes is up, the green will 
change to yellow. It will let you then conclude your remarks. The 
written testimony will be part of the record in its entirety, and we 
will start with Mr. Elson. 

TESTIMONY OF CHARLES M. ELSON/ DIRECTOR, CENTER FOR 

CORPORATE GOVERNANCE, UNIVERSITY OF DELAWARE, 

NEWARK, DELAWARE 

Mr. Elson. Thank you. My name is Charles Elson and I am the 
Director of the Center for Corporate Governance at the University 
of Delaware in Newark, Delaware, and the Edgar S. Woolard Pro- 
fessor of Corporate Governance at the University of Delaware. I 
serve on several commissions of the National Association of Cor- 
porate Directors, on director professionalism, director compensa- 
tion, and various other commissions relating to corporate govern- 
ance. Additionally, I am Vice Chair of the American Bar Associa- 
tion’s Committee on Corporate Governance and a Director of the 
Investor Responsibility Research Center here in Washington, DC. 

I am going to talk just a little bit about the red flags, I think, 
that were raised for the Enron Board, some of which were talked 
about today, a little bit about what corporate governance types look 


^The prepared statement of Mr. Elson appears in the Appendix on page 185. 
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for in corporate Boards, what factors should be present, we believe, 
and finally, the problems vis-a-vis the Enron Board in meeting 
those requirements. 

I do not have any knowledge specifically of what occurred within 
the Enron Boardroom other than what I have read in the press and 
my comments really will be more structural in nature as to the in- 
ternal workings. That is something that obviously will have to be 
developed later on. 

There were several flags that came before this Board and one 
wonders why they were not responded to. First and really most im- 
portant was the waiver of the conflict of interest policy. That is a 
pretty extraordinary thing for a Board to do. A conflict of interest 
policy is laid out for very specific reasons. It lays out what is in 
the company’s interest, what is not in the company’s interest, and 
waivers from a code of ethics is not a very usual occurrence, and 
that is something that, in my view, at least, should have triggered 
lots of questions — who, why, when, and where, particularly when 
the policy was waived vis-a-vis the company’s Chief Financial Offi- 
cer. That is your chief control officer, financial control officer, and 
it is very unusual to have that officer on both sides of a trans- 
action. 

Additionally as a flag, there was a lot of stock selling by execu- 
tives of the company, again, a flag that apparently was not re- 
sponded to. 

You had, additionally, a number of Directors on the Board who 
had financial relationships to the company itself, again, not a 
major flag, but something that should have raised some questions, 
at least amongst those who did not have those connections. 

Finally, vis-a-vis the audit, an auditor. Audit Committee, you 
had the independent auditor of the company acting as both the in- 
ternal and the external auditor. That, from a governance stand- 
point, is questionable. The independent auditor also was taking 
substantial fees from the company from both audit and consulting 
work, something, again, governance types should say is not such a 
good idea. 

And finally, there apparently was a bit of a revolving door be- 
tween the external auditor and the company’s financial depart- 
ment, again, a flag, something that should have raised questions, 
not practices that in and of themselves were problematic, but prac- 
tices that an independent Board should have been asking questions 
about and trying to get to the bottom, and had questions been 
asked, perhaps something might have been avoided. 

Now, the next issue is, well, OK, these flags were there. Why 
were they not responded to? What kind of Board would have re- 
sponded to it and was this Board somehow deficient structurally in 
its composition and its procedures such that these flags were not 
responded to? 

Corporate governance types will tell you that the most important 
aspect of any Board, really two aspects, are that of independence 
and equity, independence meaning directors serving on the Board 
with no financial connection to the company whatsoever other than 
long-term equity ownership in the company, that is, no consulting 
arrangements, no business connections to the enterprise, no service 
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provision to the enterprise, the only relationship being that of a di- 
rector who owns equity in the company. 

The second important factor is that of equity, that each director 
should have a personally meaningful equity position in the com- 
pany itself, that a director should be compensated in stock and that 
the director should personally invest a meaningful amount, mean- 
ingful such that the director is aligned with the shareholder inter- 
ests rather than managerial interests, the key being substantial eq- 
uity ownership provides that alignment. 

Independence is important for a director because it gives the di- 
rector objectivity. The director’s job is to monitor management for 
the sake of the shareholders, and independence gives you the effec- 
tive objectivity to do that monitoring. Equity gives you the incen- 
tive to exercise that objectivity, very important. 

The two work together. They work in tandem. An independent 
board without equity is not very good to the shareholders. It may 
be objective, but there is no incentive to exercise the objectivity. An 
equity holding board without independence is no good. They may 
have incentive, but no objectivity. 

And independence is actually sort of an interesting concept. It is 
a two-way concept. Not only is it important vis-a-vis its monitoring 
aspects or its creation of objectivity, but it is also important within 
the organization itself, because if the board is viewed as inde- 
pendent of management, an employee who believes there is a prob- 
lem within the organization is much more likely to contact the 
board if there are problems. The difficulty with a non-independent 
board, a board that is seen as just an arm of management, is that 
complaints rarely reach the level of the board. That is why inde- 
pendence, as I said, is important for two reasons. 

Independence and equity are really the hallmarks of a good 
board, and that is something that corporate governance types have 
been calling for for a long time. The two, as I say, reinforce one 
another. 

Additionally, vis-a-vis qualifications of directors, there is concern 
about directors serving on too many boards. An over-Board director 
is not a good director because, obviously, he o she is like a jack of 
all trades, a master of none. Someone who is on too many boards 
does not have the time or energy to focus appropriate attention on 
the boards on which he or she serves. 

Second, there is concern about the length of directors’ terms. Di- 
rectors who are on a board for too long, are viewed as becoming ef- 
fectively tired, not as sharp as they once were in reviewing the 
company and much more willing to accept management representa- 
tions than not. That is why a number of folks have called for term 
limits for directors, either through retirement policies or through 
actual 10- to 15-year terms, such that, at some point, someone ro- 
tates off. 

How does this apply to the Enron Board? The Enron Board was 
problematic, I think, in the independence issue. There were a num- 
ber of directors of the company who did not meet that definition 
that I described to you, who were service providers or recipients of 
corporate largess in some way, shape, or form, and that, I think, 
was problematic. 
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Additionally, you saw a conflict, I guess, vis-a-vis this Board in 
the sense that they held lots of options. There was equity on this 
Board, hut there were also substantial numbers of company op- 
tions, and a number of governance folks have suggested, too, that 
the way to incentivize a director is not necessarily through an op- 
tion, which is an expectancy, but through straight equity owner- 
ship. An option is terrific on the upside, but on the downside, you 
do not lose very much. As an owner of a share of stock, on the 
downside, you lose quite a bit. You lose your investment and, obvi- 
ously, the potential for upside. 

I think that was the really primary thing we saw vis-a-vis the 
Enron Board, the presence of a number of non-independent Direc- 
tors or what folks would view as non-independents. Did that mean 
they did not exercise independent judgment? Not necessarily. All it 
means is that if one is not independent, it is a lot tougher to make 
that difficult call with management. You are probably more trust- 
ing of management, because, in fact, you have relations to manage- 
ment. 

Additionally, the Board of Enron served for a long time. A num- 
ber of Directors had been there for at least 10 years, and again, 
the problem of length of service vis-a-vis being more accepting of 
management representations than not, I think, came into play. 

In short, there were warning signals that were present. The 
warning signals were apparently missed until it was, in fact, too 
late. Why did it occur? That will obviously be the subject of your 
hearings and review. 

But what I can say is from a structural standpoint, there were 
reasons, at least in my view, that the flags may, in fact, have been 
missed or not responded to early enough, and I think that this is 
something that this Subcommittee, and, frankly, the investing pub- 
lic, should demand of our companies, that a substantial majority of 
corporate Board members should be: A) independent of manage- 
ment, and B) own personally meaningful equity, long-term equity 
stakes in the company, equity stakes that cannot be sold on the 
short term but must be retained for the length of the director’s 
service on the Board. Thank you. 

Senator Levin. Thank you very much, Mr. Elson. Mr. Sutton. 

TESTIMONY OF MICHAEL H. SUTTON, i FORMER CHIEF AC- 
COUNTANT, SECURITIES AND EXCHANGE COMMISSION, WIL- 
LIAMSBURG, VIRGINIA 

Mr. Sutton. Chairman Levin, Senator Collins, Members of the 
Subcommittee, thank you for inviting me to share my thoughts 
with you today. 

First, let me comment briefly on my background and experience. 
I was Chief Accountant of the Securities and Exchange Commission 
from June 1995 to January 1998. Prior to holding that office, I was 
a senior partner in the firm of Deloitte and Touche, responsible for 
developing and implementing firm policy relating to accounting and 
auditing and practice before the SEC. My career with Deloitte and 
Touche spanned from 1963 to 1995. As a retired partner, I receive 
a fixed retirement benefit from that firm. Presently, I undertake 


^The prepared statement of Mr. Sutton appears in the Appendix on page 191. 
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from time to time independent consulting and other assignments in 
the field of accounting and auditing regulation and related profes- 
sional issues. 

Effective oversight by Boards of Directors is at the heart of the 
financial reporting processes that serve and protect the interest of 
investors and the public. Without effective oversight, important 
checks on the integrity, judgment, and performance of management 
are compromised. Without effective oversight, critical safeguards of 
the rigor and objectivity of the independent audit are weakened. 

As we have seen in the case of Enron, failures of the corporate 
governance processes can be devastating and the investing public, 
rightly so, is asking, “Can we rely on corporate governance, over- 
sight by Boards of Directors and audit committees, to ride herd on 
management and see to it that auditors do their jobs? ” 

We would like to believe that Enron is an anomaly, that the gov- 
ernance issues raised are isolated to this case, but they are not. 
While Enron has become a poster child for a system out of control, 
the underlying concerns about the diligence of Boards of Directors 
and audit committees reach far more broadly into our corporate 
and capital market culture. 

As we look at the issues today, it should be abundantly clear that 
there is no higher goal for financial reporting than providing useful 
and reliable information that promotes informed investment deci- 
sions and confidence in the system. It also should be abundantly 
clear that without diligent, probing directors and audit committees 
and dispassionate, independent auditors, the quality of financial re- 
porting can be and will be systematically undermined. Without 
adequate checks that must come from effective governance, con- 
flicts of interest can, and will, go unchallenged. 

One of the most practical and effective steps in reforming the fi- 
nancial reporting system, in my view, would be to immediately re- 
visit and rewrite our corporate governance policies and guidelines 
to clearly break the bonds between management and the inde- 
pendent auditor and to unmistakably spell out the responsibilities 
of boards of directors and audit committees to shareholders and the 
investing public. Management should be the subject of, and not the 
manager of, the independent audit relationship and process. 

The ultimate responsibility for full and fair disclosure to share- 
holders, and the direct responsibility for the independent audit re- 
lationship and the quality of the audit process, should be clearly 
fixed with the board of directors and its audit committee. The audit 
committee should be made up entirely of independent directors. 

For independent auditors, I believe that a brighter future begins 
with full acknowledgement of the reality that seems so clear today. 
Failures in our financial reporting system are more than aberra- 
tions. They seriously undermine investor confidence in the institu- 
tions that are supposed to protect them. They “poison the well.” 

To restore and maintain confidence in the independent audit, I 
believe that profession will have to do three things. First, it will 
have to embrace a role that is fully consistent with high public ex- 
pectations. In public capital markets, insiders have an advantage 
over public investors, and in that arena, independent auditors are 
expected to balance the scales by assuring investors that the finan- 



98 


cial reporting gives them a fair presentation of the economic reali- 
ties of the business. 

Second, the auditing profession will have to tackle fraudulent fi- 
nancial reporting as a distinct issue with a distinct goal, zero toler- 
ance. We understand that in life zero defects are almost never real- 
ized. Nevertheless, the public expects that the profession will pur- 
sue that objective. 

Third, it will have to accept and support necessary regulatory 
processes that give comfort to the public that the profession is 
doing all that it can do to prevent future episodes of failed financial 
reporting. 

With respect to accounting standards, we simply cannot tolerate 
financial reporting that “hides the ball” and we cannot tolerate 
processes that are not responsive to critical financial reporting 
needs. Current rules for accounting for SPEs, for example, are non- 
sensical. They can only be explained by accountants to accountants. 
More broadly, outdated rules governing consolidation and off-bal- 
ance-sheet financing have become recipes for masking a company’s 
true economic risks and obligations. We have a right to insist that 
accounting standards clearly reflect the underlying economics of 
transactions and events, and it is not acceptable to sit by while 
market innovations outstrip the development of needed guidance. 

Criticisms of U.S. standards is beginning to focus on the fact that 
they have become increasingly detailed, and arguments have been 
made that they should be broader statements of principle, applied 
with good judgment and respect for economic substance. I have 
sympathy for the desire to break the cycle of the mind-numbingly 
complex accounting rules that have become the norm, but to do 
that, I think we have to confront realistically the reasons why our 
standards have evolved the way they have. Here are some of the 
underlying pressures that are at work. 

Business managers want standards that provide the greatest 
flexibility and room for judgment. They want to be able to manage 
reported results, but yet be able to point to a standard that assures 
the public that they are following the rules. 

Deal makers and financial intermediaries want standards that 
permit structuring transactions to achieve desired accounting re- 
sults, results that could obscure the underlying economics. In that 
world, creative transaction structures are valuable commodities. 

Auditors are pressured to support standards that their clients 
will not take issue with, and they often are restrained in their ex- 
pected support for reporting that is in the best interests of inves- 
tors and the public. Others, including legislators, some legislators, 
too often lose sight of the fundamental importance of an inde- 
pendent and neutral standard-setting process. Without independ- 
ence and neutrality, standard setters cannot effectively withstand 
the myriad of constituent pressures that they inevitably will face 
and make the tough decisions that inevitably are required. 

And then standard setters too often seem to pull their punches, 
perhaps because of the perceived threat to the viability of private 
sector standards setting, perhaps because of the sometimes with- 
ering strain of managing controversial change, and perhaps be- 
cause of a loss of focus on mission and concepts that should guide 
their actions. 



99 


As we reexamine the processes, the issue and debate should not 
be about whether accounting standards should be detailed or 
broad, but rather about what formulation of standards and stand- 
ard-setting processes best accomplish the goal of providing capital 
markets with reliable and decision-useful information. We need to 
reenergize our standard-setting processes and the commitment of 
capital market participants to support a fully effective, independent 
standard setter. We should provide independent funding for the 
FASB, funding that does not depend on contributions from con- 
stituents that have a stake in the outcome of the process. 

We also need a more independent governance process to replace 
the current foundation board. The leadership for these changes 
should come from visionaries of unquestioned objectivity and dem- 
onstrated commitment to the goals of financial reporting and the 
public interest. 

At the outset, I suggested that the common interest in preserving 
and maintaining healthy capital markets far outweighs the con- 
cerns or goals of any particular group or special interest. We have 
to keep focusing on that fundamental tenet. Only a continuing com- 
mitment to that goal will guarantee that we continue to enjoy the 
best capital markets in the world. 

Thank you again for inviting me. I would be pleased to respond 
to your questions. 

Senator Levin. Thank you very much, Mr. Sutton. Mr. Campbell. 

TESTIMONY OF ROBERT H. CAMPBELL, i FORMER CHAIRMAN 

AND CHIEF EXECUTIVE OFFICER, SUNOCO, INC., AND CUR- 
RENT BOARD MEMBER OF HERSHEY FOODS, CIGNA, AND 

PEW CHARITABLE TRUSTS, CORONADO, CALIFORNIA 

Mr. Campbell. Mr. Chairman, ladies and gentlemen, I, too, ap- 
preciate the opportunity to testify before this Subcommittee today. 
This Subcommittee’s deliberations are extremely important, in my 
opinion, because it is a national imperative that we begin the proc- 
ess of restoring the confidence of investors in publicly-held compa- 
nies. 

For your information, my active business career has spanned a 
40-year time period, from mid-1960 until June 2000. The entire ca- 
reer was spent with one company, the Sun Oil Company, or Sun- 
oco, as it is known today, or its subsidiaries. In 1991, I was named 
President and CEO, and in 1992, Chairman of the Board, and I 
held the Chairman and CEO positions until I retired in June 2000. 

Before I begin, I need to make two points clear. First of all, any 
remarks that I make are my own personal belief and they do not 
necessarily reflect the beliefs of the corporations on whose boards 
I have served or am currently serving. 

And second, you need to understand that my knowledge of Enron 
and its Directors or Arthur Andersen and its partners is limited to 
what I have read in the print media or seen on television or heard 
today. I have no direct knowledge of what has taken place in those 
organizations. 


^The prepared statement of Mr. Campbell with an attachment appears in the Appendix on 
page 195. 
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Now, in your letter of invitation to me, you asked that I comment 
on whether I thought the governance problems exposed in the 
Enron matter are unique or representative of most U.S. publicly- 
traded companies. My answer is that I certainly do not believe that 
the alleged behavior is representative of boards of directors in the 
United States today. 

In addition to Sunoco, I have been or am currently a Director of 
CoreStates Bank, before its acquisition, Hershey Foods, CIGNA, 
Pew Charitable Trusts, Rocky Mountain Institute, plus numerous 
civic and nonprofit boards. I have chaired audit committees. I have 
chaired the compensation committees. I have been on governance 
committees, finance committees, and executive committees, and 
during those 15 years, I have come to know probably more than 
100 directors and can state from personal experience that the alle- 
gations that I have read in the print media and seen on television 
are not even remotely similar to the director experiences that I 
have had. Unfortunately, the general public seems to believe that 
Enron is typical, and I think that is terrible and it is part of the 
reason that I am here today. 

I believe the best way to explain the type of board governance 
that I am accustomed to is to cite some of the practices we insti- 
tuted at Sunoco. The list of governance practices of that corporation 
spans four single-line typed pages, and you will be happy to know 
that I have absolutely no intention of reading them here this after- 
noon, but have instead submitted them as an attachment to my 
proposed remarks for your information. ^ 

Senator Levin. Thank you. 

Mr. Campbell. In those remarks that I prepared and submitted 
for today’s performance, I briefly outlined the company’s practices 
in director independence, director compensation, and director elec- 
tion. I spoke of the company’s approach to the code of ethics and 
to conflict of interest policies, the company’s approach to CEO eval- 
uation, director evaluation, and “board-as-a-whole evaluation. And 
finally, I wrote of our experience in changing the independent audi- 
tors. Now, I am not going to take the time to read through those 
now, but I will be glad to answer any questions that you may have 
on my experience with those practices. 

You might be interested to know that Sunoco’s approach to gov- 
ernance resulted in several instances of external recognition and 
culminated in that board of directors receiving the 1999 National 
Board Excellence Award from Spencer Stuart, the executive search 
firm, and from the Wharton School of Business at the University 
of Pennsylvania. 

Now, also in your letter of invitation to me, you asked if I might 
have any recommendations for new legislation or regulatory re- 
forms. I will confess to you up front that my business career has 
conditioned me to seldom seek more legislation or regulation from 
government. However, I do believe that the current situation calls 
for strong action on the part of someone, and I would suggest four 
areas of focus. 


^The list of corporate governance standards appears at the end of Mr. Campbell’s prepared 
statement in the Appendix on page 199. 
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First, I believe there needs to be a more complete and under- 
standable annual disclosure of the relationship between a director 
and the corporation. The typical corporate proxy today issued prior 
to an annual meeting and the election of the directors gives a very 
brief description of the director standing for election. 

I would like to see a much more complete description, on one 
page, of each director’s relationship with that corporation, includ- 
ing not only the total compensation received in whatever form it 
takes, cash, stock, benefits, or perks, but also any consulting or em- 
ployment contracts for them or their relatives, any business rela- 
tionship between their company and the subject company. Are they 
a significant supplier or a customer? What are their financial hold- 
ings in the company they serve as director, stock, stock equiva- 
lents, options, bonds, other forms of debts, loans, etc.? I realize that 
some of this information is disclosed in other documents. However, 
bringing it all together annually in one place in an easily-read for- 
mat and publishing it will help ensure complete disclosure of how 
independent your so-called independent directors really are. 

My second suggestion is that an annual meeting of outside direc- 
tors, and with that I mean no CEO or other members of manage- 
ment present, be made mandatory, not just a voluntary good prac- 
tice, and it be followed with an extensive feedback session to the 
CEO/chairman. I have instituted that on boards that I have been 
on and have found it to be of tremendous value to both the CEO 
and the outside or independent directors in surfacing issues early 
while they still can be dealt with constructively. 

Mr. Chairman, my experience is that you do not get in big trou- 
ble in one step. You get there in a series of small steps that pro- 
gressively take you further and further away from acceptible be- 
havior. It is the so-called slippery slope. That is why there has to 
be an extensive, no-holds-barred meeting of independent directors, 
regularly scheduled, at least annually, with no management pres- 
ent, because I believe in that discussion the best way to surface the 
issues that somehow just do not feel right in your gut as a director 
is to have that kind of discussion with your colleagues. 

Third, I believe that consideration should be given to limiting the 
years an outside auditor can serve a corporation. The need for a 
different set of eyes is currently recognized by the existing require- 
ment that the partner in charge be rotated every 7 years. However, 
bringing in a new lead partner from the same firm to work with 
the existing team from that firm is inadequate, in my opinion. I am 
certain that this requirement would be seen as unnecessarily dis- 
ruptive and expensive by most corporations today, but if an outside 
auditing firm knew that 10 years from now, a competing auditing 
firm would be looking over and possibly commenting on their prior 
work, a whole new dynamic would be introduced in the current 
process. 

Fourth and finally, since good corporate governance is a con- 
stantly evolving process, it would be unwise to legislate or regulate 
with too much specificity. What is viewed as good practice this year 
may not be viewed as adequate in future years. Boards instead 
need to institute a continuous governance review process, and I be- 
lieve it would be helpful if the following were required by regu- 
lators. 
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One, corporations should be required to put their governance 
practices in writing and publish them annually in their proxy 
statements. In that manner, it would be clear to all shareholders 
how their corporation is being governed. 

And two, a board committee should be identified and held re- 
sponsible for reviewing and updating a corporation’s governance 
practices, similar to the way the audit and compensation commit- 
tees currently have certain regulatory duties. 

One of Sunoco’s current directors, Rosemarie Greco, recently pub- 
lished in the January 2002 edition of National Corporate Directors 
Monthly an excellent description of a process which a corporation 
can use to institutionalize the best governance practices. ^ I strong- 
ly recommend you review her offering because it is only when the 
governance process is institutionalized that it will continue to be 
effective over time. 

Again, I thank you for the invitation to be here today and I will 
be happy to try to answer any of your questions. 

Senator Levin. Thank you all for your testimony and again for 
your patience. 

Enron kept about 50 percent of its assets off its balance sheet, 
about $27 billion out of $60 billion. It also had off-the-books guar- 
antees that were not reported, major business ventures that were 
not disclosed to investors. Now, we have been told there is no way 
to know whether the extent of Enron’s off-the-balance sheet activi- 
ties is typical or unusual for U.S. companies since the activities 
are, by definition, off the books and not reported. 

How can investors rely on financial statements if a large percent- 
age of a company’s business activities, assets, and liabilities are off 
the balance sheet, and what accounting rules need to be changed, 
with as much specificity as you are willing to give us, to acquire 
that disclosure which you referred to of material off-the-balance 
sheet activities, assets, and liabilities? Maybe, Mr. Sutton, we could 
start with you. 

Mr. Sutton. Let me offer several — make a few points about that. 

Senator Levin. If I could interrupt for one second, I think you 
said that the current rules on these SPEs are nonsense, so that is 
the reason I am starting with you. You have made a very pungent 
point about it. 

Mr. Sutton. Let me offer a few comments to help explain why 
I said that and what the state of the art is. Off-balance-sheet fi- 
nancing is one of the most valuable commodities on Wall Street be- 
cause markets tend — or companies perceive that markets tend — to 
value companies that have less debt on their balance sheet. Rating 
agencies also will do it. The markets, some segments of the mar- 
kets — tend to view asset-light companies as being more attractive 
investment opportunities. That creates an incentive of companies to 
get debt off the balance sheet, to get asset-light, so that they will 
be looked at and perceived favorably by the market. 

What has happened in the standard-setting process, and when I 
said we need to understand what the drivers are to understand the 
problem, instead of trying to develop standards that say, “what is 
the economic substance,” “who has the risks and the benefits of 


^See Exhibit No. 86 which appears in the Appendix on page 751. 
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these assets and liabilities,” “who really owns them,” the standard 
setting has lapsed into a process of “what rule do I have to comply 
with in order to get an asset or a liability off the balance sheet?” 

So that is the state of the art, and it creates a situation, as in 
Enron, where you can have substantial obligations, that you or I 
might recognize as liabilities, off the balance sheet, substantial as- 
sets that you or I might say, “well, Enron really has the risks and 
benefits of that asset off the balance sheet,” and it is accomplished 
through accounting standards that, in part, were not complied 
with, and in part that were complied with but that were poorly de- 
signed. 

Senator Levin. Before I turn to either of the other two witnesses, 
would you have specific changes that you would propose? Because 
you are moving from a legalistic to an equitable or to a judgmental 
or, not intuitive, but something which is a little less legalistic in 
its description to something which is more, hey, who really has 
these risks and benefits. How do you put that in a rule? 

Mr. Sutton. You have to first articulate conceptually what you 
are trying to accomplish, and then you develop rules to the extent 
that you need to develop rules to accomplish that. 

Senator Levin. Has somebody done that? 

Mr. Sutton. Well, the FASB’s charge is to do that, and I men- 
tioned their mission. That is what they are charged to do. In my 
personal opinion, they have not done a very good job of that, par- 
ticularly in recent years. 

Senator Levin. Has anybody outside of the FASB made an effort 
to design rules which would achieve that objective? 

Mr. Sutton. Well, there is a new body in place now, relatively 
new, and that is the International Accounting Standards Board, 
that has pledged, in a sense, to take a more principled approach. 
I would not suggest in any way that whatever approach you take 
is going to be easy because it is like any set of rules that you try 
to develop. There are always going to be those who want to game 
the rules. But my view is that you ought to develop your rules fol- 
lowing the concepts that you believe are best — that give the best 
and fairest presentation, the most transparency, and develop those 
rules as best you can. 

Senator Levin. For instance, has any academic tried to design 
rules which would correct for the inadequacy of the current rules 
relative to these transactions? Is there anyone who has done some 
writing in this area in academia? 

Mr. Sutton. There is lots of writing, but there is no magic bullet. 
The magic bullet in this is having an independent process of highly 
qualified people who are clearly focused on a mission that is in sup- 
port of what you expect financial reporting to be in the market- 
place. 

Senator Levin. You have said you would give FASB an inde- 
pendent source of financing. You testified to that today. Would you 
also have them appointed by a different body than is currently the 
case? Would you, for instance, have the SEC appoint any members 
of that board? 

Mr. Sutton. Chairman Levin, I have not thought in detail about 
how the structure — my view is, we needed to get some really capa- 
ble visionary thinkers who have thought about this issue a lot and 
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try to develop a consensus view. It may be worthwhile that some 
part of the board would be appointed by the SEC. It may be — it 
would seem logical to me — that you would want a certain segment 
of those members who would clearly be, and clearly be recognized 
as, advocates of or sensitive to the needs of the investing commu- 
nity. 

Senator Levin. Would you give that board additional powers, in- 
cluding subpoena powers? Would you give them also powers to en- 
force rules, in other words, separate that enforcement function? 

Mr. Sutton. What I had in mind that we were just talking about 
would be a body that would set accounting standards. There is a 
need for — the other accounting leg of this stool is the accounting 
profession, and I would see clearly a need to have another body, an 
independent body, oversee the auditing profession, and that body 
should have appropriate investigative powers, in my mind. 

Senator Levin. Mr. Elson, do you have any comments on the sub- 
ject that I have been talking to Mr. Sutton about? 

Mr. Elson. I am a transparency person. I have always been a 
big fan of transparency, and I think the more that is disclosed 
about those sorts of things, the better. But vis-a-vis the technical 
aspects of on or off-balance-sheet financing, I am a little out of my 
field. 

Senator Levin. OK. Mr. Campbell, did you have any comment on 
that? 

Mr. Campbell. No. I would agree with Mr. Sutton and Mr. 
Elson. Prior to the Enron disclosures, I had never seen that 
amount, or proportion of a company’s assets off-balance-sheet. 
Sometimes it is appropriate to have some items off-balance-sheet, 
where you have an investment and no control, but never to that ex- 
tent. As to how you would correct that situation, I cannot offer ex- 
pertise in that, sir. 

Senator Levin. Mr. Elson, have you ever seen or know of a com- 
pany that had that many off-balance-sheet entries? 

Mr. Elson. Not that I am aware of. On the other hand, again, 
my expertise really is not in that area. It was quite a bit to obvi- 
ously have it off the balance sheet, and obviously not disclosed. 

Senator Levin. Mr. Sutton. 

Mr. Sutton. Well, many companies have off-balance-sheet assets 
and liabilities, but my experience is that Enron is at the top of the 
scale in terms of the extent of it. Airlines, for example, would fre- 
quently have much or most of their aircraft off-balance-sheet 
through leasing arrangements and that would not be regarded as 
unusual. 

Senator Levin. Thank you. The Enron Board approved Andersen 
serving not only as the outside auditor for the company, but also 
for a couple of years as the company’s internal auditor at the same 
time and paid Andersen also tens of millions of dollars for con- 
sulting work. The end result was that Andersen was essentially au- 
diting its own work. 

Now, the Board members defended this practice by saying that 
it gave them great comfort to know that Andersen was involved in 
all of Enron’s transactions from the very beginning. They called it 
an integrated audit. What is your reaction to this idea of an inte- 



105 


grated audit, in which the same auditor is the company’s consult- 
ant, internal auditor, and external auditor? Mr. Sutton. 

Mr. Sutton. Well, in my experience, the term or label “inte- 
grated audit” generally referred to a proposal to combine the inter- 
nal and external auditing, and so a couple of things I would say 
about that. One is that it became quite fashionable in the late 
1990’s. The second is, I think it is a terrible idea because it does 
create the situation where, on the one hand, the auditor is per- 
forming a management function, i.e., internal auditing, and on the 
other hand is called upon to examine the financial statements. 

The other aspect of it that you mentioned is consulting in the 
area of transaction structures. That clearly, in my mind, raises 
questions about auditing your own work, and it depends really on 
what was done and to what extent it was done. If the auditors were 
the creative thinkers, if you will, in terms of how do we accomplish 
a transaction to accomplish a certain accounting result, to me, that 
is over the line. On the other hand, you would expect a company 
that is getting ready to enter into a transaction to ask its auditor, 
do you have any concerns about this? So there is a line there that, 
in my mind, once you cross that, you have a problem. 

Senator Levin. OK. Mr. Elson. 

Mr. Elson. I guess my answer would be in two parts. First, vis- 
a-vis the internal/external audit role, I have always believed that 
they should be separated for a very important reason. Those are — 
they are watchdogs, effectively. An external audit, internal audit 
are watchdogs of the company’s financial processes in some way, 
shape, or form, and anytime you concentrate two watchdogs in the 
same watchdog, you have effectively reduced the effectiveness by 
half, if you have one less person there. 

Second, the fashion typically today has been to outsource inter- 
nal audit. Traditionally, it was always internal. That is why they 
called it internal audit. But there is some merit, a great deal of 
merit, to outsourcing the internal audit function. And when you do 
so, I have always felt that there is some benefit to separating the 
internal auditor from the external auditor because you have two 
different large firms in the company effectively, even if informally, 
checking each other’s work. 

The presence of a different internal auditor or the presence of a 
different external auditor, I think acts as a bit of a check on the 
work of either party and that is a pretty — I think it is healthy com- 
petition. That is the first point. I have never, frankly, felt that the 
two should be combined, and when it was, I think 2 or 3 years ago, 
the SEC effectively allowed that, I was rather critical of that at the 
time and I still am. 

Second, vis-a-vis the consulting, the auditor consulting, when 
auditors do consulting, a lot of consulting, the question is, does it 
compromise the effectiveness of the audit itself? Can you trace the 
presence of heavy consulting work with a busted audit? 

I have not been made aware of any empirical data to date that 
demonstrates emphatically the correlation between consulting, 
heavy consulting, and a busted audit. On the other hand, from an 
optical standpoint, a shareholder trust standpoint, putting it in the 
same party is problematic. It looks problematic. It looks as though, 
even though one can argue there is a Chinese wall, if you will, be- 
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tween the two functions, there is certainly the public perception of 
potential corruption of the audit process by the desire to seek con- 
sulting fees, and because of that public concern, I think it is some- 
thing that I would limit. 

Unless you have a really good reason to do it, I do not think I 
would have the external auditor doing consulting work, or if they 
did consulting work, it ought to be very limited in nature and in 
scope and only used when, frankly, you can demonstrate that there 
is nobody else out there who can deliver an effective service. In 
other words, you do not want the consulting to affect the audit 
function and you do not want those, certainly the members of the 
public who are relying on the financial statements, to be concerned 
that those financial statements are not reliable because someone 
was doing both. 

Senator Levin. I think it is more than optics. Enron paid Ander- 
sen $5 million in the year 2000 to help structure LJM, and so it 
would seem to me it would be pretty hard for Andersen’s auditors 
to say that the Andersen consultants got it wrong. I think that is 
the problem. I think it is a real problem, but let me ask Mr. Camp- 
bell, do you have any comment on that issue? 

Mr. Campbell. I think what was described today as the inte- 
grated audit is a horrible practice and I do not think it should be 
permitted. 

As far as consulting is concerned, I think when you end up with 
an auditing firm which, first of all, bids a proposal on the basis of 
conducting the external audit and then finds over a period of time 
that the non-audit fees continue to grow, in my mind, that does 
nothing but continue to reduce, not only optically but in reality, the 
independence of those so-called independent auditors. There is no 
question, at least recently, there have been pressures to begin to 
bring that down because people are focusing on that issue, but it 
sure can reduce independence, in my opinion. 

Senator Levin. Thank you. This is for you, Mr. Elson. You have 
written extensively on the importance of independence and you 
have testified to that this afternoon. Exhibit 43, ^ if you have a book 
near there, identifies some of the economic ties between Enron and 
some of the outside Directors. The Board members told us that 
none of these dollar commitments was large enough to have im- 
paired anyone’s judgment or to sway any Director from being hon- 
est and skeptical with Enron management. You can perhaps scan 
the amount of dollars that are involved in those items. I am just 
wondering what your response is to that. 

Mr. Elson. I think that if amounts for consulting services were 
not meaningful, then the individuals would not have taken them 
to begin with. Obviously, they had some meaning or they would not 
have accepted compensation for services rendered. 

The problem with taking separate fees, other than one’s direc- 
tors’ fees, is I think it creates a linkage between you and manage- 
ment. By taking those fees, you are effectively becoming part of the 
management team, and I think there is a real problem with exer- 
cising independent judgment vis-a-vis what the management has 
done if you feel part of that team, either through participating in 


^See Exhibit No. 43 which appears in the Appendix on page 375. 
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the development of management plans and strategies or the fear 
that if one objects too strenuously, those consulting fees may dis- 
appear. That, at least, has been the generic critique of those. 

I think, too, the problem with them is that by taking them and 
becoming, again, part of management, in a sense, you are much 
more reticent to be critical of management, not because you are no 
longer “independent,” but because of the relationship you have with 
management, that financial management. You may take what they 
are telling you at face value without being more probative because 
of the relationship that this thing creates. 

That is why the National Association of Corporate Directors in 
their commission report on director compensation said that if a di- 
rector’s role is as a consultant, hire the director as a consultant. 
If the director’s role is to be a director, hire them as a director. You 
cannot blend the two. The argument that we could not retain some- 
one’s consulting services unless we made them a director, I have 
never felt was a very good argument. 

Again, the problem here is either these fees may have affected 
their view of what was being presented to them — again, you have 
to get each of them here to testify as to whether they did or they 
did not, but certainly in the part of those within the organization, 
the presence of those relationships might have made the perception 
of those directors within the organization viewed as less than inde- 
pendent. If that were the case, it would be tougher for someone 
within the organization, if they objected to what was going on in 
management, to approach any of these directors because they were 
of the view that, gee, they are just part of management anyway, 
and that, I think, is the real issue here. 

In other words, independence, as I said, is a two-way street, and 
I think the presence of these relationships is not a good idea, and 
that is why the National Association of Corporate Directors has 
strenuously recommended against these sorts of relationships. 

Senator Levin. This is for Mr. Sutton. You were Chief Account- 
ant at the SEC, and by the way, did either of you have any com- 
ment on that last answer before I go on? 

Mr. Campbell. Well, I would just like to point out, I think the 
consulting arrangements with directors is absolutely incorrect, ab- 
solutely wrong. When you accept the directorship of a corporation 
and join the board, you are paid a fee, obviously in the case of 
Enron, substantial. In my mind, your thoughts, your processes, and 
what have you, your support and you are there available to the 
management at any time they want to contact you. And if, in fact, 
they need you on an ongoing consulting basis, then you should not 
be a director of that corporation. 

Senator Levin. Thank you. Mr. Sutton, now a question about the 
Raptor transactions. You were Chief Accountant, as I indicated, for 
the SEC and I would like you, if you would, to turn to Exhibit 28b, ^ 
which is the initial Raptor presentation to the Board. 

Mr. Sutton. Exhibit 28 

Senator Levin. Exhibit 28b. The first page states that the pur- 
pose of the Raptors is to establish a risk management program in 
order to hedge the profit and loss volatility of Enron investments. 


^ See Exhibit No. 28b which appears in the Appendix on page 306. 
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The last page of this Exhibit 28b lists the risks that are associated 
with the Raptors. The first one is “accounting scrutiny.” The second 
one is “substantial decline in the price of Enron stock,” what would 
happen. I am just wondering, what is your reaction to the presen- 
tation, in particular, the focus on hedging profit and loss volatility 
as opposed to hedging real economic risk? 

Mr. Sutton. Let me couch my response in these terms. Obvi- 
ously, we do not know what was said at the meeting, and so I am 
going — what I give you is more of a reaction based upon my experi- 
ence and insights. 

The first thing that comes to mind is when I see the slide labeled 
“Purpose,” it says establish a risk management program in order 
to hedge the profit and loss volatility of Enron investments. The 
first thing that comes to my mind is, “what does that mean,” quite 
honestly. What does it mean to say, “hedge profit and loss vola- 
tility? ” 

I had a similar question in listening to the testimony this morn- 
ing. The term “hedge,” in my mind and experience, refers to trans- 
actions that are used to transfer or alter the risk of the company, 
so that there is another party out there that you exchange risks 
with, or you transfer risk to, that has an economic impact. And this 
says “hedge profit and loss volatility,” and I do not know what that 
means. That is my first reaction. 

What was the other page? 

Senator Levin. On the last page, you have got a risk list. One 
is accounting scrutiny. The other one is a substantial decline in the 
price of Enron stock. In other words, in addition to trying to protect 
itself against paper losses here, not as you testified, in effect, 
against real economic risks, but against paper losses, Enron used 
the Raptors to hedge against the decline in value of certain assets, 
but that was backed by Enron shares rather than independent 
third-party equity. It was Enron shares which were put up for that 
hedge, so they are hedging against themselves, are they not, or am 
I missing something here? 

Mr. Sutton. Well, all I can interpret from the comment is that 
the risk is from a substantial decline in Enron stock, and then the 
consequences of that are identified “as the program terminates 
early.” I assume that would be at a loss of some kind, and it in- 
creases the credit risk, so I assume that is Enron’s credit risk, 
but 

Senator Levin. The risk here, as I understood it, is since they 
put up their stock as the collateral, that if, in fact, that stock de- 
clined in price and was called upon, then they would have to put 
up a huge amount of their own stock. So they were not transferring 
risk, they were using their own stock to cushion against the risk 
of their own assets, their own stock holdings going down in value. 
Is that a true hedge? 

Mr. Sutton. That is not what I would understand a hedge to be, 
and that would also explain, perhaps, the first slide, by what they 
meant by “hedge profit and loss volatility.” 

Senator Levin. OK. So it is just not clear to you as to what 

Mr. Sutton. It is not clear to me. 

Senator Levin. Does anyone else have a thought on this? 

[No response.] 
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All right. What does a hoard do if they are told that high-risk 
accounting practices are being used? What is their fiduciary duty? 
We will start with you, Mr. Campbell. 

Mr. Campbell. Well, first of all, I cannot imagine going into an 
audit committee room and sitting down with the auditors and 
being told that we are using high-risk auditing practices and just 
agreeing with that. I mean, my experience has been people would 
want to know, why are they high risk? How did we get there? Why 
are we using them? And what are you going to do to get us out 
of it? 

Going forward with that kind of an environment, it is what I said 
before. It is a little bit like this whole thing turns into one step 
after another. You are going down a slippery slope on this thing, 
and at what point in time do you yell, enough is enough? 

But having an audit committee confronted with the fact that you 
have high-risk auditing practices and then having the chairman 
take that to the board and report it to the board and have that 
board agree that is OK, it is unlike any board that I have ever seen 
or heard of 

Senator Levin. Mr. Elson. 

Mr. Elson. My first reaction to that would have been an ex- 
tremely queasy stomach. That is a giant red flag, being told that 
you are — for a large publicly traded company, the seventh largest 
public traded company in the country — taking serious accounting 
risks is a pretty scary thing, just to say the very least. 

As a director, under the duty of care, you are being compared to 
what would the reasonable director say under similar cir- 
cumstances, and the reasonable person would certainly say, why 
are we doing this? Why is this risky? Is this very smart to be doing 
this? What is considered conservative treatment? Why are we not 
in conservative treatment? And how do we get ourselves out of 
risky treatment, because, obviously, risky treatment has risks. 
That is why they call it risky treatment. What are the risks before 
us and how do we restore conservative treatment? 

At that point, you want to ask an awful lot of questions, and if 
you do not get the right answers, then you need to bring in a third 
party. 

Senator Levin. OK, thank you. Mr. Sutton. 

Mr. Sutton. I would just support those comments and say that 
from the accountant’s perspective, you would also expect some kind 
of dialogue to arise between the audit committee and the inde- 
pendent auditors. 

Senator Levin. One of the issues which came up had to do with 
the compensation of the Board of Directors. Exhibit 35a^ is the 
total compensation of Enron Board members for fiscal year 2000. 
As you can see, including stock option value which probably rep- 
resented three-quarters of it, roughly, it was in the range of 
$320,000 to $340,000, with the cash compensation being roughly 
from $70,000 to $90,000 and the balance in stock option value. This 
is a chart from their own sources. 

Mr. Elson, you particularly made reference to stock options as 
being an expectancy where you do not lose as much on the down- 


^ See Exhibit No. 35a which appears in the Appendix on page 348. 
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side, as you put it. Even though it turned out these options were 
not worth much in many cases when they held those options, when 
they were granted those options, there was a hope and an expecta- 
tion that they would be worth a tremendous amount of money. This 
is what the estimated compensation was, a quarter-million dollars 
in the value of those options just in that 1 year. 

Doesn’t that create pressure on the Board, basically, to go along 
with management or with these far-out, pushing the envelope ac- 
counting practices which make the financial statement look good 
and then push up stock prices, because their options go up in 
value? Now, their answer today, frankly, was not particularly satis- 
factory to me because what they said is, well, they turned out not 
to have any value or they lost money. That is not the issue I am 
talking about, whether they ended up losing the value of those op- 
tions. 

What I am talking about is when they were granted those op- 
tions, those options had real value and great potential value if the 
financial statement continued to look good, and one way to make 
that financial statement look good was with all these transactions 
that we have heard about. 

So does that fact not create some subtle, maybe not-so-subtle, 
pressure on Board members to go along with the idea that it is the 
stock price which is the end-all and be-all, and that is so affected 
by the bottom line on a financial statement, then to go along with 
accounting standards which are pushing the envelope? That is my 
question, Mr. Elson. 

Mr. Elson. Sure. Let me answer in two parts. Part one, share 
amount. This is pretty good work here. This is a lot of compensa- 
tion for being a director. You know the old joke, good work if you 
can get it. Three or four hundred thousand dollars a year is quite 
a bit for directors. That is quite a bit over the norm in companies 
of this size and scale. These compensation amounts would put the 
Directors of Enron certainly in the top quartile, or probably higher, 
vis-a-vis similar compensated U.S. directors. 

The problem with paying a director too much is an obvious one. 
If management, as in many companies — I am going to speak ge- 
nerically — controls the proxy process and the compensation scheme 
for the directors becomes too high, the fear is the director, because 
of the income stream the director is receiving from serving as direc- 
tor becomes so great, that to object to a management proposal and 
potentially court non-renomination would not be in the director’s 
best financial interest, and that is where compensation that is too 
out-of-the-ballpark, if you will, for a director is problematic. 

These numbers undoubtedly placed this Board pretty far up 
there in the grand compensation scheme. Again, most of the value 
was in stock options, but their cash compensation was not small. 
It was pretty high, too. But clearly, the real value was in the op- 
tions. 

So the second part of your question, does giving director options 
make a director more likely to take risks, if you will, financial 
risks, again, that is a two-part answer. I have never been a big fan 
of options. I think they are useful in certain circumstances. I think 
they are problematic because, traditionally, you cannot charge — 
you do not charge them against earnings. I think there is a bill 
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floating around that, Senator Levin, you have been involved in that 
would require that there be some charge for granting options. I 
think when you cannot charge them against earnings, people are 
a lot freer with them than they would ordinarily be if they had to 
give restricted stock and they give more of them. 

The problem with an option is it has a geometric upside to it, if 
you work out the math, even based on mediocre performance of a 
company, and that, to me, is problematic. There is no real down- 
side. The worst you can lose is the expectancy of great riches. 
There is no real sting on the down. They simply become worthless. 
Stock is a different incentive. If a stock falls, you actually have a 
wealth decline on the part of the holder of the stock. In this case, 
they got a lot of options, and again, the weakness of options, I 
think, of potential on the upside rather than on the down, certainly 
comes out here. 

But your question on does it make you more risky, only if 

Senator Levin. Not quite. 

Mr. Elson. Yes? 

Senator Levin. Does it make it more likely that you would go 
along with pushing the envelope on accounting standards which 
have the effect of raising that stock price and then raising your op- 
tion amount? Does that make it more likely or not? 

Mr. Elson. Only if you can sell the stock underlying the option 
relatively quickly. I mean, I have always believed that directors 
should not sell their stock while they serve on the board unless 
there is a very unusual circumstance. In other words, as long as 
you are a director, you have got to hold company stock. You cannot 
be in the business of selling stock. 

I think the ability to sell your stock or exercise an option short- 
term and sell it is problematic because there is the risk of the in- 
formational disadvantage, if you will. I know that bad things are 
going to happen. I push the stock price up. I sell, and then when 
the bad things happen, I am long gone and I have taken my profit. 
That is the risk. 

That really does not have to do with the option, the grant of the 
option. It really has to do with the ability to sell the option or exer- 
cise the option and sell the stock quickly, or if you give a director 
restricted stock, the ability for the director to sell that restricted 
stock while that director serves on the board. 

I think that is the real issue. It has got to be, and my remarks 
earlier had to do with long-term equity holdings. If you give some- 
one stock and give them the ability to sell it quickly, then you have 
got a real problem. One, you have got that insider trading poten- 
tial. And two, it is not very good to the public for a director to say, 
gee, I think I have found a b^etter place for my money and it is not 
on the company on whose board I sit. It does not look very good. 
For that reason, I think the stock holdings have to be long-term. 

So in the short, I do not think the fact that they gave options 
was problematic here vis-a-vis the question you asked, if, in fact, 
you required that the stock underlying the options be held long- 
term. 

Senator Levin. So that would cure whatever problem there is 
that I have described 

Mr. Elson. Yes. I just do not like options. 
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Senator Levin [continuing]. That prohibition. But there is no 
such prohibition, is there? 

Mr. Elson. No, sir. 

Senator Levin. OK. Now, Mr. Campbell, do you have any com- 
ment on that? 

Mr. Campbell. I agree that these numbers are high, and, in fact, 
if you look at it, this is for year 2000, so if you have multiple years 
of compensation and multiple stock options, then they could be 
multiples of this. I have never felt that options for directors are ap- 
propriate for the exact reasons that Mr. Elson said. 

And I would just point out to the Subcommittee that as you are 
thinking about where to go from here, part of problem, I am going 
to lay at the feet of compensation consults, which invariably come 
in and tell board compensation committees, if you want to com- 
pensate either your directors or your senior executives and your 
CEO at the 75th percentile range or level, then this is what you 
need to do. And then they go on to the next company and give the 
same talk. That becomes a one-way ratchet and it has occurred 
here over the past decade that is off the top of the scale, and I 
think we really need to get back to thinking about how do we de- 
termine what is really competitive out there. 

Senator Levin. It is a very important issue and it is essential 
that dialogue occur, one way or another. 

Mr. Sutton, do you have any comment on this question? 

Mr. Sutton. I do not disagree with anything that either of them 
has said. I would just add a thought that while I am not an expert 
in ethics, I have done considerable study in connection with the 
work at the Commission on Auditor Independence Issues. I would 
observe that whether it is selling, the pressures to sell non-auditing 
services, whether it is incentives by directors to enter into con- 
sulting arrangements, or whether it is what is perceived to be ex- 
cessive compensation, those arrangements can create incentives 
that can interfere with otherwise expected independent behavior. 

Ethicists sometimes call that “gray blindness,” meaning that 
once you get so co-opted, you cannot tell the difference between 
black and white anymore, and there is that risk. Other incentives 
can give rise to it, but certainly financial incentives can. 

Senator Levin. You all have added a very important dimension 
to this hearing and to our investigation. The Congress really has 
a very heavy responsibility that we are addressing, but we are 
playing just a partial role in implementing and taking care of the 
problems. But your participation — ^your staying power is very much 
appreciated, and your very thoughtful written testimony, which 
will be made part of the record, and your comments in response to 
questions are very much appreciated. 

Mr. Elson, regards from Senator Carper. He had to go and pre- 
side this afternoon or else he would have been here to ask ques- 
tions. 

Mr. Elson. Thank you. 

Senator Levin. I want to thank my staff for the enormous effort 
they put into going through all of these documents. 

We will stand adjourned. Thank you all. 

[Whereupon, at 4:55 p.m., the Subcommittee was adjourned.] 
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Chairman Levin. Senator Collins, and Members of the Subcommittee. Good morning, 
aitd thank you for the opportunity to address the Subcommittee. 


My name is John Duncan. From 1967 to 1985. I w;is a director of one of Enron’s 
predecessor companies, Houston Natural Gas, and 1 was lliere when Enron began in 1985. 1 have 
served as Chairman of the Enron Board’s Executive Committee since 1986. Thus, I am the 
Huron director who has serv'ed the longest period of time. Until the fa!! of 2001, 1 considered it 
one of the great companies in this counhy, and I was proud of Enron. I resigned from the Board 
in March 2002, 

I received my bachelor’s degree in business administration from the University of Texas. 
I set out to become a businessman, to start and run my own company. With the exception of my 
first job in a family business and a stint in the United Slates Air Force during the Korean War, I 
have not drawm a pavToll check from a company of which that I was not either the founder or a 
co-fotmder. 

i w'as a co-founder and President of Gulf + Western and founder of Gulf Consolidated 
Services. Both companies had small beginnings and wonderful success stories. During the 
course of my career, I have served on the boards of seven New York Stock Exchange companies. 
1 have also served and chaired the boards of several important community inslitutioi^, including 
the Houston YMCA, the Chancellor’s Council of the University of Texas, Southwestern 
University in Georgetown, Texas, and the Board of Visitors at the M.D. Andersen Cancer Center. 

1 provide that background to the Subcommittee to suggest that I have had substantia! 
experience with and exposure to the workings, role and the duties of a company's Board of 
Directors, and limitations. That is what I want to talk about today. In particular, I want to focus 
on what I believe are the elements of an effective Board, and why I believe the tragic events at 
Emon occurred. 

First, 1 believe that the directors must be individuals who possess integrity and 
intelligence. They also should collectively bring a broad spectrum of knowledge and experience 
in the areas of business, finance, and the company’s particular industry. People usually acquire 
this experience by having operated a company with a significant budget or by having obtained a 
unique experience from another profession that is relevant to the company’s mission. 
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The directors of the Enron Board certainly possessed these qualities. In my opinion, my 
colleagues are highly ethical, and of good character. As far as intelligence goes, I will simply say 
that if education is any measure, I believe I was the only one of a few directors who did not have 
a Masters or Doctorate degree. Our directors arc experienced, successful businessmen and 
women, experts in the areas of finance and accounting, and had experience in leading large 
institutions. Others, like our overseas directors, also brought an expertise in certain areas of the 
world in which Enron saw tremendous business potential. 

Second, I believe an effective Board must be dedicated and diligent in addressing the 
matters that are presented. The directors need to do their homework, analyze the issues, ask 
penetrating questions, and make decisions that are in the best interests of the company and its 
shareholders. 

In my opinion, the Enron directors met these criteria. We worked hard. We prepared for 
meetings. We asked probing questions and imposed controls and procedures that management 
and outside advisors were required to follow, I know that my colleagues here today will address 
those in more detail. We were willing to say “No” to management when we did not agree with 
their recommendations. 

A good example of the Board exercising these responsibility to act independently and in 
the Company’s best interests occurred last September, when all company indicators were still 
positive and before any outside director was aware that Enron w'as in trouble. At least tw'o 
transactions were presented to the Executive Committee and turned down for price and strategic 
reasons. The Executive Committee and Board were requested by management to authorize the 
purchase of two pulp mills for in excess of $300 million in October 2001. The Committee 
declined to approve those acquisitions because we were concerned about the performaitcc of the 
previous acquisitions in that industry, the purchatte price, and we wanted to preserve financial 
flexibility in light of the September 1 1 tragedies. We postponed our decision, and as we all now 
know, .subsequent events soon overtook us. 

I did not sit on the Audit and Finance Committees, but I did “sit in” as a guest at some of 
their meetings. My colleagues asked probing questions of the management and independent 
accountants. In my opinion, these Committees thoroughly executed their duties. 

Third, I think that a Board cannot be successful unless it feels comfortable relying on the 
intelligence and integrity of the management and other advisers who are presenting matters to it. 
With over 20,000 employees, over 200 company lawy'ers writing contracts, and over 400 
accountants posting the books, we needed to rely on reports given by the officers of the 
Company. Quite frankly, there is no other way that we could direct effectively a company of that 
size. We felt confident relying on Enron’s senior management because we believed we had hired 
some of the best and brightest executives in the country. National, independent publications and 
organizations recognized and lauded these people for their intelligence, leadership, and creativity. 


Finally, I believe the management and other advisors reporting to the Board must provide 
the complete truth, good or bad, to the Board so that it can make fully informed decisions. We 
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now know this did not happen at Enron. The Board implemented mechanisms and controls to 
ensure that, at the very least, it obtained early warning signals of impending problems. Among 
many other procedures, we created a Risk Management Officer position and staffed that 
department with nearly 1 00 employees. That officer was responsible for reporting to the Board 
the most significant concerns and credit issues that faced the Company. 

It is now quite clear that significant information about the related party transactions was 
withheld from us. We were not aware, for example, of the problems with Chewco, were not 
informed of Raptor III, were not told of the $800 million recapitalization of the Raptors in late 
2000 and early 2001, were not told that employees in addition to Andrew Fastow were 
participants in these and other partnerships, and were unaware that they had reaped substantial 
windfalls from their participation. 

As late as the August 14, 2001 Board meeting, the Board was briefed on the financial 
condition of the company, fhe report was “earnings up,” balance sheet “stable,” “possible credit 
rating improvement in year 2002.” Various Power Point slides indicated to the Board that the 
Company’s good business was improving. The Powers Report and the reports we have all now 
read in the press indicate that for many months prior to August 2001, members of management 
and our outside auditors were well aware of the problems facing the company — but they did not 
tell us. 


In sum, I do not believe that Enron’s fall would have been avoided had the Board asked 
more questions, implementing more controls, or avoiding certain financing projects because they 
were too complicated or risky. Rather, if management had implemented the controls as they 
assured us they had, if just one of the company’s officers or employees had fulfilled his or her 
corporate duty to reveal these problems to just one director, or if the outside auditors had 
executed their obligation to convey to us the concerns they expressed privately and documented 
among themselves, I do not believe that we would be here today. 

1 am prepared to respond to questions from the Subcommittee. 

Thank you. 
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STATEMENT OF HE R BERT S. WINOKUR, JR. 

Before the Permanent Subconunittee on Investigations 
Committee on Governmental Affairs 
United States Senate 
May 1 , 2002 

Chairman Levin, Senator Collins, and Members of the Subcommittee. Good morning, 
and thank you for Ore opportunity to address the Subcommittee. 

My name is Herbert S. Winokur, Jr. I currently am a member of the Board of Directors 
of Enron Corporation. I have served as the Chairman of the Finance Committee of the Board of 
Directors of Eiuon. I have been a member of the Board since the mid-1 980s. I volunteered for 
and serv'ed as a member of the Board’s Special Investigations Committee (the “Powers 
Committee”) to attempt to understand what happened at Emon. 

I. INTRODUCTION 

I appreciate the opportunity today to talk with the members of this Subcommittee about 
the involvement of Enron’s directors in the related party transactions that have received so much 
attention, and about our oversight of Enron more generally. My colleagues will address issues 
related to accounting of and internal controls regarding these transactions, management 
compensation, and other matters concerning the directors. Attached as an appendix to this 
statement are excerpts from Enron’s Board of Directors’ meeting minutes that document some of 
my comments in the following paragraphs. 

I will discuss shortly the basis on which the Board approved and sought to control the 
LJM transactions. But, in my opinion, one of the principal causes of Enron’s failure was the loss 
of lender and investor confidence that resulted from the three significant restatements to Enron’s 
financial statements presented in October and November 2001. Two related to earnings 
restatements for four and two years, respectively, and the third a significant reduction in 
shareholder equity. The first two derived from inadequate outside equity capitalization (to 
permit deconsolidation) in two special purpose entities of $6 million and $25 million 
respectively. The third derived from a presentation change from grossing up equity and 
liabilities to netting them. While a related party was involved in each transaction, the related 
party aspect does not appear to have been a factor in any of the accounting errors. 

In none of these three restatements did the Board - or its Audit Committee - have any 
prior knowledge (except immediately prior to their disclosures) of the errors which were required 
to be corrected. In each case, Enron’s management had approved the financial statement 
presentations and, as appropriate, Aithur Andersen had certified or reviewed the presentations. 
How and why these errors occurred are the subjects of several government investigations. As I 
said above, I believe that the loss of investor confidence in Enron and its management that 
resulted from these accounting restatements was a significant contributing factor to Enron’s 
downfall. 
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With that in mind, I would like to turn to a general discussion of three areas. 

• The first is to describe how the Enron Board of Directors and the Finance Committee 
went about discharging its obligations. 

• The second summarizes the specific circumstances in which we approved the LJM 
structures and the controls we put in place to ensure that these transactions remained 
in the best interests of the Company. 

• Finally, I will address certain of the hedging transactions that the Board approved and 
that have come under so much criticism. 

H. DISCUSSION 

A. The Board of Directors and the Finance Committee of Enron 

Enron’s Board of Directors was composed of 12 independent directors and two inside 
directors, Keimelh Lay and Jef&ey Skilling. As a Board, we worked to help move Enron into a 
new business environment characterized by increased globalization of investment, increased 
sophistication in the capital markets, and rapid regulatory and technological change. This new 
business environment required us to make certain business decisions that, at the time, made 
sound economic sense: undertaking initiatives in power and water deregulation, entering into 
developing markets abroad, and building an extensive broadband network. Enron’s expansions 
were hailed in the media as innovative and brilliant. Over the decade of the 1990's, Enron 
became the dominant company in providing electricity and gas to customers around the world. 

To some extent, as now has been learned, by early 2001 Enron’s reach had exceeded its 
grasp. Business decisions that made sense at the time, such as the building of an extensive 
broadband network, or Enron’s entry into developing energy markets abroad, did not work out. 
Other broadband companies, such as Level 3 and Qwest, have experienced severe declines in the 
price of their stock as the demand for bandwidth dried up. Global Crossing, another broadband 
company, is — like Enron — in bankruptcy. Our initiatives in power and water deregulation 
abroad were also less productive than we believed they would be. Other similar companies such 
as AES and Dynegy also have seen significant declines in their stock prices. 

I raise this to make an important point. Enron, as a company, took a number of business 
and financial risks. These risks were disclosed by Enron. They were also recognized by the 
analysts and rating agencies who followed the company. To suggest otherwise is to ignore the 
disclosed and well-publicized facts about Enron and its business strategy. 

One of the responsibilities of Enron’s Finance Committee was to review regularly the 
Company’s financial ratios and liquidity. At the Finance Committee meetings, Enron 
management routinely presented us with Enron’s actual and projected financial ratios and near- 
term liquidity, a report on meetings and discussions with the credit rating agencies, and an 
analysis of Enron’s borrowing costs relative to those of its competitors, which informed us of the 
market’s contemporaneous view of Enron. Between meetings, we also received reports on 
Enron from Wall Street equity and debt analysts, including their detailed financial projections. 
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For example, during the February 12, 2001 Finance Committee meeting, we were told 
that “the Company’s total liquidity was over $8,3 billion.” We were also told that “there had not 
been any change in tlie Company’s ratings by the rating agencies but noted that the Company 
was working on being upgraded to ‘positive outlook’ by Standard & Poors.” We regarded this as 
a good report on the financial health of the Company. Based on the Powers Report, we have 
since learned, however, that during this time period, management (without Board knowledge or 
approval) was working to restructure the Raptor vehicles by inserting $800 million in additional 
equity capital. Neither the Finance Committee nor the Board was told of those efforts. The 
Raptor structures, in fact, never appeared on a list of the top 25 credit exposures that was 
presented regularly to the Finance Committee. I do not know why we were not told of the credit 
concerns about the Raptors. The procedures we had put in place to receive reports on significant 
credit exposures should have revealed this issue to us, but the required report was never made. 
The improper accounting related to the Raptor restructuring was one of the matters that were 
addressed in the October/November 2001 restatement. 

The picture presented by management at the August 13, 2001 Board meeting was no 
different. Recurring net income for the second quarter and the six-month period was reported to 
be higher than plan and the prior year’s levels. Debt to equity capital ratio was 46% at the end of 
June, about the same as the prior year, and was expected to be 42.7% by year-end. 

B. Special Controls for the LJM Partnerships 

I will now focus on the Finance Committee’s involvement in the approval and oversight 
of the LJM partnerships. 

The press and others have reported repeatedly that Enron’s Board “waived the Code of 
Conduct” when it permitted Enron’s Chief Financial Officer, Andrew Fastow, to serve as general 
partner of LJMl andLJM2. The Board did not. 

For many years before the LJM matters were brought to the Board, Enron maintained a 
Code of Conduct for its employees, which required each employee to certify in writing annually 
as to his or her compliance. 

Enron’s Code of Conduct permits the Chief Executive Officer to make a determination 
that an officer’s investment does not present a conflict of interest. The Code of Conduct 
provides as follows: 

“The Chairman of the Board and Chief Executive Officer of Enron Corp. shall 
consider carefully the summary of relevant facts, and if he concludes that there 
appears to be no probability of any conflict of interest arising out of the proposed 
investment the officer or employee shall be so notified and may then make the 
proposed investment in full reliance upon the findings of the Chairman of the 
Board and Chief Executive Officer of Enron Corp.” (emphasis added) 


As the Board minutes of June 28, 1999 state, when L.1M1 was approved, the Board 
adopted and ratified the determination by the Office of the Chairman “that participation of 
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Andrew S. Fastow as managing partner/manager of the [LJM] partnership will not adversely 
affect the interests of the Company.” This Board action followed a presentation describing the 
business purpose of LJM 1 and the significant financial benefits therefrom to Friron. The Board 
was told that PricewaterhouseCoopers “would be rendering a fairness opinion” and that Mr. 
Fastow would have “no direct pecuniary interest in the Company’s stock” which provided credit 
support to the partnership. This transaction was disclosed in Enron’s June 30, 1999 and in 
succeeding Form 10-Qs and 10-Ks, including the related party aspect. Arthur Andersen 
reviewed the transaction as part of its review of the June 30, 1999 10-Q. 

At the October 10, 1999 Finance Committee meeting and the Board meeting on October 
11, Mr. Fastow presented an update on the financial benefits from LJMl, and recommended, to 
obtain quick, flexible equity to Enron with reduced transaction costs, that he be permitted to 
organize LJM2, a new fund with outside investors (and him as managing partner) to be an 
“additional, optional source of private equity.” He proposed that the Chief Accounting Officer 
review and approve all transactions with LJM2. The Committee, upon questioning, learned that 
Arthur Andersen was “fine with” the partnership structure, and that LJM2’s limited partners — 
expected to be institutional investors - would be able to remove Mr. Fastow without cause. Tire 
Finance Committee augmented these controls by requiring that the Chief Risk Officer also 
review and approve all transactions and that the Board’s Audit and Compliance Committee 
review all transactions annually and make any recommendations it deemed appropriate. 
Thereafter, upon management’s recommendation, and after mandating additional controls, the 
Board ratified the Office of the Chairman’s determination that Mr. Fastow’s participation “will 
not adversely affect the interest of the Company.” LJM2 was disclosed as a related party 
transaction in Enron’s 1999 and 2000 Forms 10-K and the 2000 Proxy Statement. 

Updates given to the Finance Committee about the LJM transactions were positive. At 
the May 1 , 2000 Finance Committee meeting, prior to a discussion of the proposed “Raptor” 
hedging transaction, Mr. Fastow reported that “he had hired individuals to manage die 
investment vehicles [LJMl and LJM2] and that he personally was devoting approximately three 
hours a week to the investment vehicles.” We were also told that LJM2’s investments had a 
“projected rate of return of 17.95%.” Mr. Causey, the Chief Accounting Officer, told the 
Finance Committee that “Arthur Andersen, LLP had spent considerable time analyzing ... the 
governance structure of LJM2 and was comfortable . . . .” We now know from the Powers 
Committee report that the LJM2 investors were receiving much higher returns. 

The minutes of the October 6, 2000 Finance Committee show that the Finance 
Committee continued to focus on Mr. Fastow’s dual role. Mr. Fastow described to the 
Committee six of the mechanisms that “had been put in place to mitigate any potential 
conflicts,” (emphasis added) one of which was that “Messrs. Buy, Causey and Skilling approve 
all transactions between the Company and the LJM funds.” A second was that Mr. Fastow 
maintained his fiduciary duty to Enron. In addition to the controls that Mr. Fastow described, the 
Committee instructed management that Mr. Fastow’s compensation be reviewed by the Board’s 
Compensation and Management Development Committee and that transactions between the 
Company and the LJM funds be reviewed quarterly by the Finance Committee in addition to the 
annua! review by the Audit Committee. 
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The Finance Committee received its first quarterly, and the Audit and Compliance 
Committee received its second annual, report on the related party transactions with LJM on 
February 12, 2001 from the Chief Accounting Officer. Arthur Andersen was present at the Audit 
Committee meeting when these matters were discussed. Mr. Causey discussed the “Board- 
established guidelines for transacting with LJM.” He then rerdewed compliance with the Board 
guidelines, informing them that “The Company has adopted the following procedures and 
controls in response to the Board’s direction,” and listed them. Finally, he reviewed with the 
Committees the “Checklist review complemented by the adoption of additional controls.” Mr. 
Causey informed the Finance Committee that the controls “had been discussed with the Audit 
and Compliance Committee, and commented that the process was working effectively.” 

The preceding, I submit, illustrates that the Board applied Enron’s Code of Conduct when 
it ratified management’s recommendation regarding LJMl and LJM2, and added substantial 
additional controls to ensure that all of the Enron/LJM transactions would be in the best interests 
of the company. The record also indicates that the directors regularly monitored the LJM 
transactions and management’s involvement. We asked for and repeatedly received reports 
which informed us that the controls were working and that there were no concerns raised either 
by management or our outside auditors. 

C. Enron’s Use of Off Balance Sheet Financing, Hedges and Forward Contracts 

Enron has been criticized for its use of what are widely accepted and well-established off 
balance sheet financing or special purpose vehicles to raise debt and equity. This practice is 
common and permitted by the accounting rules (if structured correctly). Many large and well- 
known companies use off-balance sheet financing routinely. Leasing companies and reinsurance 
companies exist to provide off balance sheet financing to their customers. Enron’s extensive use 
of off-balance sheet financing was widely known and well publicized. 

The Board has also been criticized for authorizing hedge transactions that made use of 
Enron stock for credit support. Let me address that criticism. 

Enron had within its portfolio certain highly volatile investments, such as restricted stock 
of Rhythms NetCoimection, a high technology company, Enron was required to use mark to 
market accounting on its “merchant” investments. That combination of volatile investments and 
mark to market accounting had the potential to create instability and unpredictability in the 
Company’s income statement. Putting in place hedges to mitigate and stabilize those risks made 
good business sense. In fact, companies have been sued by their shareholders because they 
failed to put in place hedges on significant and volatile investments. 

The Board was presented by management with a plan to hedge these investments with an 
under-utilized asset. We were told that Enron had significant unrealized value in forward 
contracts previously issued on its own stock. These forward contracts were written by Enron in 
order to hedge the expense of Enron’s stock-based incentive compensation plan. In simple 
terms, Enron wrote forward contracts to purchase its stock in the future at present prices to 
protect itself against the risk that its stock would appreciate in value and thus make its incentive 
compensation plan more expensive. I understand this to be a common business practice. 
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Management wanted, appropriately, to use that unrealized value most effectively for the 
benefit of the shareholders. It informed the Board that the proposed transaction was the best way 
to do so. We were informed at the same time that the transaction would be the subject of a 
fairness opinion by PriceWaterhouse Coopers. We were also aware that Arthur Andersen W'Oiild 
be reviewing the transaction in connection with its review of the June 30, 1999 lOQ and had no 
reason to believe, either at the time we approved the transaction or at any subsequent time, that 
Arthur Andersen w’as troubled by the transaction or its accounting treatment. 

We believed that the Raptor I transaction, which was presented to the Finance Committee 
on May 1 , 2000, was quite similar structurally to the original LJM hedge transaction. By that 
time, Arthur Andersen had certified the 1999 lOK, and our inside and outside attorneys had, we 
believed, approved the disclosure. The minutes disclose that during that meeting, Mr. Causey 
“stated that Arthur Andersen LLP; had spent considerable time analyzing the [Raptor] structure 
and the governance structure of LJM2 and w'as comfortable with the proposed transaction.” 

The use of forwards on Enron stock in Rhythms Net and the Raptor transactions was 
disclosed in Enron’s public filings, in disclosures that we believed had been reviewed and 
approved by both Arthur Andersen and Vinson & Elkins, our regular outside securities counsel. 

The transactions that were presented to us — and many were not — ^were presented as valid 
economic hedges of Enron’s risks, using the gains in the Enron stock forward positions. I want 
to make clear that I never understood, and was not told, that the business piupose of entering into 
tlie LJM transactions was to create fictitious earnings. Quite the contrary, 1 was told that the 
LJM transactions were being undertaken to hedge the risks and volatility of our assets, and to 
assist Enron in obtaining additional third-party debt and equity capital on favorable temis to 
Enron shareholders to support the company’s growth. 

III. CONCLUSION 

■What happened at Enron has been described as a systemic failure. 1 see it instead as a 
cautionary reminder of the limits of a director’s role. We served as directors of what was a large 
and complex corporation. A director’s role, by its nature, is a part-time job. It also was 
necessarily defined by the nature of Enron’s enterprise — ^which was worldwide in scope, 
employed more than 20,000 people, and engaged in a vast array of trading and global 
development activities. 

By force of necessity, we could not know' personally all of the employees. As we now 
know, key managers and employees whom we thought we knew proved to disappoint us 
significantly. And outside advisors, whom we believed to be critical components of an effective 
oversight role, failed in tlieir duties. 

Take, for example, the Raptor restructure. As has been disclosed in the press, on 
February 5, 2001, Arthur Andersen held an internal meeting in which it expressed significant 
concern about the credit capacity of the Raptor vehicles and the quality of the earnings being 
attributed to them. Just one week later, however, with full knowledge of the Raptor credit 
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problems, Arthur Andersen assured the Audit Committee that Enron would receive a clean audit 
opinion on its financials. Andersen also told the Audit Committee that there were no material 
weaknesses in Enron’s internal controls — even though one week earlier its auditors had 
discussed, but not shared with the Board, the fact that the controls imposed by the Board for 
these related party transactions were not being followed. 

Had the Raptor restructure been presented to the Board, I believe the Board might well 
have chosen the alternative - to shut down the Raptors - which also would have by definition 
avoided the accotmting error related to issuance of new equity which accounted for the bulk of 
the $1.2 billion reduction in shareholders’ equity we took in October. I find the failure of 
management to come forw'ard in this mater to be particularly tragic. 

Arthur Andersen’s failure to disclose its concerns to the Board, as well as management’s 
marked disregard for the required internal controls and lack of candor with respect to information 
owed to us, deprived the Board — and deprived me — of the ability to deal proactively with this 
problem. We cannot, I submit, be criticized for failing to address or remedy problems that were 
concealed from us. 

Three months ago, days after release of the Powers’ Report, I appeared before a House 
Subcommittee. At that time, I was deeply disturbed and disappointed with what I had read. I 
also squarely disagreed with certain conclusions in the Report, especially about the directors’ 
judgment and oversight, which disagreement I expressed during my testimony. Even with the 
benefit of a few more months to review these issues, I remain resolute in my belief that we 
directors were diligent and dedicated to our charge. Based upon the recommendations, advice, 
and information we received from management and our advisors, we acted in good faith and 
attempted to pursue the best interests of Enron and its shareholders. I deeply wish, however, that 
at least one person — management, employee, or outside advisory - had come forward to the 
Board with his or her concerns when we could have addressed them. 

I am prepared to respond to any questions from the Subcommittee. 

Thank you. 
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EXCERPTS FROM THE MINUTES OF THE 
JUNE 28, 1999 

SPECIAL MEETING OF THE BOARD OF DIRECTORS 
ENRON CORPORATION 
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MINUTES 

SPECIAL MEETING OF THE BOARD OF DIRECTORS 
ENRON CORP. 

June 28, 1999 

Minutes of a special meeting of the Board of Directors of Enron Corp. 
("Company"), held pursuant to due notice at 10:00 a.m.. C.D.T.. on June 28. 1999. 
at the Enron Building in Houston. Texas. 

The following Directors were present, either in person or by telephone 
conference connection, where each participant could hear the comments of the 
others and join in the discussion, constituting a quorum: 

Mr. Kenneth L. Lay. Chairman 
Mr. Robert A. Bclfer 
Mr. Norman P. Blake. Jr. 

Mr. John H. Duncan 
Mr. Joe H. Foy 
Dr. Wendy L. Gramm 
Mr. Ken L. Harrison 
Dr. Robert K. Jaedicke 
Dr. Charles A. LeMaistre 
Dr. John Mendelsohn 
Mr. Jerome J. Meyer 
Mr. Jef&ey K. Skilling 
Mr. John A. Urquhart 
Lord John Wakeham 
Mr. Herbert S. Winokur. Jr. 

Director Ronnie C. Chan was absent from the meeting. Messrs. James V. 
Derrick, Jr. and Andrew S. Fastow, and Ms. Rebecca C. Carter, all of the 
Company or affiliates thereof, were also in attendance. Messrs. Richard B. Buy. 
Daniel R. Castagnola, James A. Hughes, and Joseph W. Sutton joined the meeting 
in progress as noted below. 
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Mr. Lay called upon Mr. Skilling to oiscuss a proposed investment 
partnership. Mr. Skilling noted that due to changes in the accounting treatment of 
off-balance sheet transactions the Company had been analyzing new types of 
financing vehicles. He called upon Mr. Fastow to discuss the proposal. 

Mr. Fastow discussed certain challenges the Company is facing regarding 
hedging its investment in Rhythms NetConnections (“Rhythms"), a high-speed 
data communication services company in which the Company holds an equity 
position, and increasing the liquidity in its Merchant Portfolio. He noted that the 
Company has certain special purpose vehicles (“SPy) that have significantly 
appreciated in value due to holdings of forward contracts on the Company's stock. 
He proposed establishing a non-Enron investment partnership (“LJM") with 
outside investors. The Company would transfer the in-the-money value of a 
forward contract currently held in a SPV into LJM. LJM would pay the Company 
$50 million and enter into a swap with the Company to hedge the investment in 
Rhythms. In addition, LJM may negotiate with the Company regarding the 
purchase of additional assets in the Merchant Portfolio. Mr. Fastow stated that he 
would serve as the General Partner of LJM but have no direct pecuniary interest in 
the Company’s stock. A copy of Mr. Fastow’s presentation is filed with the 
records of the meeting. 

A discussion ensued with Messrs. Derrick. Fastow. Lay. and Skilling 
answering questions from the Directors regarding- Mr. Fastow's involvement in the 
partnership and the economics of the transaction. Mr. Fastow noted that 
PricewaterhouseCoopers LLP would be rendering a fairness opinion that, in their 
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RESOLVED FURTHER, that the Board hereby adopts and 
ratifies the determination by the Office of the Chairman pursuant to 
the Company's Conduct of Business . Affairs/Investments and 
Outside Business Interests of Officers and Employees that 
participation of Andrew S. Fastow as the managing partner/manager 
of the Partnership will not adversely affect the interests of the 
Company; 
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EXCERPTS FROM THE MINUTES OF THE 
OCTOBER 11, 1999 

MEETING OF THE FINANCE COMMITTEE OF 
THE BOARD OF DIRECTORS 
ENRON CORPORATION 
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.MINUTES 

MEETING OF THE FINANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
ENRON CORF. 

October H, 1999 


Minutes of a meeting of the Finance Committee (“Committee*'! of the Board of 
Directors of Enron Corp. (“Company")^ held pursuant to due notice at 4:30 p.m.. C.D.T.. 
on October I L 1999 at the Enron Building in Houston. Texas. 

The following Committee members were present constituting a quorum: 

Mr. Herbert S. Winokur. Jr.. Chairman 
Mr. Robert A. Belfcr 

Mr. Norman P. Blake. Jr, • ■ 

Mr. Jerome J. Meyer 
Mr. John A, Urquharl 

' Committee member Ronnie C. Chan was absent trom the meeting. Directors Ken 
L. Harrison. Kenneth L. Lay, Charles A. LeMaistre. and .Teffrey K. Skilling. Mes.sns. 
Richard B. Buy. Richard A. Causey. Andrew S. Fastow, David B. Gorte. Mark E. 
Koenig, Jeffrey McMahon. Theodore R. Murphy, and Joseph W. Sutton, and Ms. 
Rebecca C. Carter, all of the Company or affiliates thereof, also attended the meeting. 



Mr. Fastow then updated the Committee on a financing structure appro\-ed earlier' 
in the year. LJM 1. and discussed the benefits that the Compan\- had incurred since the 
transaction closed on June 30. 1999. He recommended that the Company continue to 
syndicate capital investments to address the funds flow is.sue. He presented infomiaiion 
concerning an unaffiliated ins'e.stment partnership. LJM 2. and discussed the rationale and 
benefits of the proposed partnership, He stated that the partnership could possibh 
provide the Company with an alternative, optional source of private equity to manage its 
investment portfolio risk, funds flow, and financial flexibility. He notedi.that he would be 
acting as managing partner of L.iM 2 and discu.ssed his role in the LJM 2 panner.s'hip and 
how it would benefit the Company. He co,mmentcd on the differences between LJM I 
and LJM 2. the controls that would be put in place to manage any transactions between 
the Company and LJM 2. the fund fees and promote, and any required disclosure. He 
noted that the controls include review and approval of all transactions hy the Chief 
Accounting Officer and the Chief Risk Officer of the Company. He stated that the .Audit 
and Compliance Committee would, on an annual basis, review all transactions completed 
within the past year and make any recommendations they deemed appropriate. He noted 
that the Company's Conduct of Business Affairs Policies (relating to in\e.stment.s and 
outside business interests of otficers and employees) would prohibit him from 
participating in LJM 2 as managing prutner due to his position as Executi\'e Vice 
President and Chief Financial Officer of the Company, absent appropriate re\’iews and 
waivers from the Board and a finding that such participation does not adversely affect the 
best interests of the Company. He asked that the Committee recommend to the Board 
that such review and findings he made in this instance to allow his participation. Messrs. 
Causey, Fastow, and Skilling answered questions from the Committee concerning the 
role of other partners, the review by Arthur .Andersen LLP. and the benefits to the' 
Company, which included having another potential buyer of assets and prot'ider of 
capital, of having Mr. Fastow act as managing partner. Following a discussion, upon 
motion duly made by Mr, Meyer, seconded by Mr. Blake, and carried, the proposed 
waiver of the aforementioned policy, including findings of no adverse effects lo the he.st 
interests of the Company related to Mr. Fastow's invoh ement in LJM 2. was approved 
for recommendation to the Board. A copy of Mr, Fastow's report is filed with the records 
of the meeting. 
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EXCERPTS FROM THE MINUTES OF THE 
OCTOBER 11,1999 

MEETING OF THE BOARD OF DIRECTORS 
ENRON CORPORATION 
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MINUTES 

MEETING OF THE BOARD OF DIRECTORS 
ENRON CORP. 

October 11-12, 1999 

Minutes of a meeting of the Board of. Directors of Enron Corp. 
("Company") noticed to begin at 7:00 p.m.. C.D.T.. but actually begun at 7:20 
p.m., C.D.T., on October 11. 1999 at the Four Seasons Hotel. Whitney Room, in 
Houston, Texas. 

The following Directors were present, constituting a quorum: 

Mr. Kenneth L, Lay. Chairman 
Mr. Robert A. Beifer 
Mr. Norman P. Blake. Jr. 

Mr. John H. Duncan 
Mr. Joe H. Foy 
Dr. Wendy L. Gramm 
Mr. Ken L. Harrison 
Dr. Robert K. Jaedicke 
Dr. Charles A. LeMaistre 
Ms. Rebecca P. Mark 
Dr. John Mendelsohn 
Mr. Jerome J. Meyer 
Mr. Jeffrey K. Skilling 
Mr. John A. Urquhart 
Lord John Wakeham 
Mr. Herbert S. Winokur. Jr. 

Director Ronnie C. Chan was absent from the meeting. The meeting was 
begun in executive session, during which Messrs. Richard A. Cause}-. Andre^\' S. 
Fastow. Mark E. Koenig. Jeffrey McMahon, and Joseph W. Sutton and Ms. 
Rebecca C. Carter, all of the Company or affiliates thereof, and Me.ssrs. Paulo V. 
Ferraz Pereira and Frank Savage, candidates for election to the Company's Board 
of Directors, were also in attendance. 
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Mr. Winokur then discussed information concerning an unaffdiated 
investment partnership, L.IM 2. and stated that the partnership could possibi}' 
provide the Company with an alternative, optional source of private equity to 
manage its investment portfolio risL funds flow, and financial flexibilit}'. He 
noted that Mr. Andrew S. Fastow would be acting as the managing partner of L.IM 
2 and discussed Mr. Fastow's role in the LJM 2 partnership. He commented on 
the controls that would be put in place to manage any transaction.^ berween the 
Company and LJM 2 and noted that the CompMiy and LJM 2 were not obligated 
to one another in any vvay. He noted that the controls include review and appro\'al 
of all transactions by the Chief Accounting Officer and the Chief Risk Officer of 
the Company. He stated that the Audit and Compliance Committee would, on an 
annual basis, review all transactions completed within the past year and make any 
recommendations they deemed appropriate. He stated that the Company's Conduct 
of Business Affairs Policies (relating to investments and outside business interest.^ 
of officers and employees) would prohibit Mr. Fastow from participating in LJM 2 
as managing partner due to his position as Executive 'Vice President and Chief 
Financial Officer of the Company, absent appropriate reviews and ^^■ai^■e^s From 
the Board and a finding that such participation does not adversely affect the best 

17 
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interests of the Company. He recommended that such review and Findings he 
made in this instance, his motion was duly seconded by Mr. Urquhart. and carried, 
and the following resolutions were approved; 

WHEREAS. Andrew S. Fastovc serves as the Executive Vice 
President and Chief Financial Officer of the Company; 

WHEREAS. Mr. Fastow has the opportunity to participate in 
the formation of an investment partnership (the ‘•Partnership") that 
would not be affiliated with the Company; 

WHEREAS, it is anticipated that Mr. Fastow will serve as the 
managing partner/manager of the Partnership; 

WHEREAS, it is anticipated that the Partnership will invest 
in energy and communications-related businesses and as.sets. 
including businesses and assets of the Company; 

WHEREAS, the Partnership, as a potential ready purchaser of 
the Company's businesses and assets or as a potential contract 
counterparty, could provide liquidity, risk management, and other 
financial benefits to the Company; 

WHEREAS, the Office of the Chairman of the Company has 
determined, for the foregoing reasons, that Mr. Fastow's 
participation as the managing partner/manager of the Pannership 
will not adversely affect the interests of the Company; 

NOW. THEREFORE IT IS RESOLVED, that the Board 
hereby adopts and ratifies the determination by tlie Office of the 
Chairman pursuant to the Company's Conduct of Business 
Affairs/Investments and Outside Business Interests of Officers and 
Employees that participation of Mr. Fastow as the managing 
partner/manager of the Partnership will not adversely affect the 
interests of the Company; and 
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EXCERPTS FROM THE MINUTES OF THE 
MAY 1, 2000 

MEETING OF THE FINANCE COMMITTEE OF 
THE BOARD OF DIRECTORS 
ENRON CORPORATION 
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MINUTES 

MEETING OF THE FINANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
ENRON CORF 
MAY 1,2000 


Minutes of a meeting of the Finance Committee (“Committee”) of. the 
Board of Directors of Enron Corp. (“Company”), noticed to begin at 4:00 p.m., 
C.D.T., but actually begun at 4:10 p.m., C.D.T., on May 1, 2000 at the Enron 
Building in Houston, Texas. 

The following Committee members were present: 

Mr. Herbert S. Winokur, Jr., Chairman 
Mr. Robert A. Belfer 
Mr. Norman P. Blake, Jr.. 

Mr. Frank Savage 

Committee members Ronnie C. Chan, Jerome J. Meyer, Paulo V. Ferraz 
Pereira, and Jolin A. Urquhart were absent from the meeting. Directors John H. 
Duncan, Ken L. Harrison, Kenneth L. Lay, and Jeffrey K. Skillmg, Messrs. 
Richard B. Buy, Richard A. Causey, Andrew S. Fastow, Ben F. Glisan, Jr., David 
B. Gorte, Mark E. Koenig, Jeffrey McMahon, Theodore R. Murphy, and Joseph 
W. Sutton, and Ms. Rebecca C. Carter, all of the Company or affiliates thereof, 
also attended the meeting. 
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Mr. Fastow then gave the Cornmittee an update on LJM2 transactions with 
the Company including the level of capita! commitments, number of investors, 
number and dollar value of investments already completed, and the Company’s 
business units that had transacted with LJM2. He commented on the direct and 
indirect impact of LJMl and LJM2 (‘the investment vehicles”) on the Company’s 
earnings and funds flow. He stated that he had hired individuals to manage the 
investment vehicles and that he personally was devoting approximately three hours 
a week to the investment vehicles. He then called upon Mr. Glisan to discuss 
Project Raptor. k 

Mr. Glisan stated that Project Raptor involved establishing a risk 
management program to enable the Company to hedge the profit and loss volatility 
of the Company’s investments. He discussed the highlights of Project Raptor 
including the establishment of a non-affiliated vehicle (“Talon”) as a hedge 
counterparty to selected investments, the mechanism for funding Talon, and the 
level of hedging protection Talon could initially provide the Company. He 
reviewed the structure of Talon and the amount of capital that would be 
contributed by LIM2, Mr. Causey joined the discussion and stated that Arthur 
Andersen LLP had spent considerable time analyzing the Talon structure and the 
governance structure of LJM2 and was comfortable with the proposed transaction. 
Mr. Glisan then discussed Project Raptor’s risk and potential raitigants to those 
risks. Following a discussion, upon motion duly made by Mr. Blake, seconded by 
Mr. Savage, and carried, Project Raptor was approved for recommendation to the 
Board. 
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EXCERPTS FROM THE MINUTES OF THE 
OCTOBER 6, 2000 

MEETING OF THE FINANCE COMMITTEE OF 
THE BOARD OF DIRECTORS 
ENRON CORPORATION 
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MINUTES 

MEETING OF THE FINANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
ENRON CORP. 

OCTOBER 6 , 2000 


Minutes of a meeting of the Finance Committee (“Committee”) of the 
Board of Directors of Enron Corp. (“Company”), noticed to begin at 10:00 a.m., 
E.D.T, but actually begun at 10:35 a.m., E.D.T., at The Breakers, Ponce de Leon 
III Ballroom, Palm Beach. Florida. 

All of the Committee members were present, either in "person or by 
telephone conference connection, where each member could hear the comments of 
the other participants and join in the discussion, as follows: 

Mr. Herbert S. Winokur, Jr., Chairman 
Mr, Robert A. Belfer 
Mr, Norman P, Blake, Jr. 

Mr, Ronnie C. Chan 
Mr. Jerome J. Meyer 
Mr. Paulo V. Ferraz Pereira 
Mr. Frank Savage 
Mr, John A. Urquhait 

Directors Duncan, Gramm, Lay, LeMaistre, Mendelsohn, and Skilling, 
Messrs. Richard B. Buy, Richard A. Causey, Andrew S. Fastow, Ben P. Glisan, 
Jr., David B. Gone, Mark E. Koenig, Theodore R. Murphy, and Joseph W. Sutton, 
and Ms. Rebecca C. Carter, all of the Company or affiliates thereof, and Mr. 
Richard N. Foster, of McKinsey & Company, Inc., also attended the meeting. 
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Mr. Fastow then discussed the Company’s private equity strategy and noted 
that there would be continued significant capital investments by the Company, 
some of which would not generate cash flow or earnings for a number of years. 
He stated that this would necessitate syndication of capital investments if the 
Company were to continue to grow. He discussed the Company’s current total 
assets and the total assets when unconsolidated affiliates were included. He then 
noted that management was proposing transacting with a new private equity fund, 
LJM3. and discussed the Company’s rationale for transacting with the fund. He 
reviewed LJMl and LJM2, equity funds previously approved by the Board that 
the Company was already transacting with, and noted the dates of formation, the 
amount of equity in the funds, and the projects that the funds had invested in. He 
then discussed how his role in the LJM funds could potentially create a conflict of 
interest in that he negotiates for the LJM funds when they are making investments 
in the Company’s transactions/business, he receives value from the LJM funds if 
they perform well, and he must allocate a certain amount of his time to the funds. 
He then discussed the mechanisms that had been put in place to mitigate any 
potential conflicts including: 1) his fiduciary responsibilities to the Company. 2) 
the Office of the Chairman or the Board could ask him to resign from the LJM 
funds at any time, 3) Messrs. Buy, Causey, and Skilling approve all transactions 
between the Company and the LJM funds, 4) there is an annual Audit and 
Compliance Committee review of the Company’s transactions with the LJM 
funds, 5) a review of his economic interest in the Company and the LJM funds is 
presented to Mr. Skilling, and 6) there is no obligation for the Company to transact 
with the LJM funds. 

Messrs. Causey and Skilling then discussed the benefits to the Company of 
having the ability to transact with the LJM funds and Mr. Fastow discussed the 
other investors in the LJM funds. Mr. Blake proposed that the Finance Committee 


2 
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also review transactions between the Company and the LIM funds on a quarterly 
basis and Mr. Winokur proposed that the Compensation and Management 
Development Committee review the compensation received by Mr. Fastow from 
the LJM funds and the Company. TTie Committee unanimously agreed to the two 
proposals. 

Mr. Fastow noted that in order to allow him to participate as the General 
Partner of the LJM funds it would be appropriate for the Committee to recommend 
to the Board the ratification of a decision by the Office of the Chairman that Mr. 
Fastow’ s participation in the LJM funds, with the noted conflict mitigation 
mechanisms in place, would not adversely affect the best interests of the 
Company. Following a discussion, upon motion duly made by Mr. Blake, 
seconded by Mr. Meyer, and carried the proposal was approved for 
recommendation to the Board. 
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EXCERPTS FROM THE MINUTES OF THE 
FEBRUARY 12, 2001 

MEETING OF THE FINANCE COMMITTEE OF 
THE BOARD OF DIRECTORS 
ENRON CORPORATION 
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MINUTES 

MEETING OF THE FINANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
ENRON CORP. 

FEBRUARY 12, 2001 


Minutes of a meeting of the Finance Committee (“Committee") of the 
Board- of Directors of Enron Corp. (“Company”), noticed to begin at 4:00 p.m. 
C.S.T., but actually begun at 4:05 p.m., C.S.T., at the Enron Building, Houston, 

- Texas. 

The following Committee members were present constituting a quorum; 

Mr. Herbert S. Winokur, Jr., Chairman 

Mr. Robert A. Belfer 

Mr. Ronnie C. Chan 

Mr. Jerome J. Meyer 

Mr. Paulo V. Ferraz Pereira 

Mr. Frank Savage 

Mr. John A. Urquhart 

Committee member Norman P, Blake, Jr. was absent from the meeting. 
Directors Wendy L. Gramm, Ken L. Harrison, Kenneth L. Lay, John Mendelsohn, 
and Jeffrey K. Skilling, Messrs. William S. Bradford, Richard B. Buy, Richard A. 
Causey, Timothy A. DeSpain, Andrew S. Fastow, Ben F. Glisan, Jr., David G, 
Gorte, Mark E. Koenig, and Jordan H. Mintz, and Ms. Rebecca C. Carter, all of 
the Company or affiliates thereof, and Mr. Richard N. Foster, of McKinsey & 
Company, Inc., also attended the meeting. 
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Mr. Glisan 

reviewed the liquidity report as of January 29, 2001 and noted that the Company’s 
total liquidity was currently over $8.3 billion. He then reviewed the Company’s 
outstanding letters of credit and discussed the changes since year end. He 
presented the Company’s guarantee portfolio as of year end and noted that 
required guarantees continued to be higher than normal due to the significant 
increase in the volumes transacted by the Company. He then stated that there had 
not been any change in the Company’s ratings by the rating agencies but noted 
that the Company was working on being upgraded to “positive outlook" by 
Standard & Poors; 


2 



Mr. Winolciir called upon Messrs. Causey and Fastow to review the 
Company’s procedures regarding transactions with UM and the transactions 
completed in 2000. Mr. Fastow began with a discussion of the Company’s 
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utilization of the UM vehicles. Mr. Causey reviewed each of UM’s investments 
with the Company that were made during 2000. He categorized the investments 
into four areas, balance sheet, hedges, income statement, and other, and presented 
a brief description of each transaction, and the notional dollar amount He then 
reviewed the Company's internal policies and proccdure-s that were in place to 
monitor transactions between the Company and LJM, -stated that the items had 
also been discussed with the Audit and Compliance Committee, and commented 
that the process was working effectively. He also noted that the Company had 
implemented supplemental efforts to complement the Board-established guidelines 
regarding transactions between the Company and LJM. 
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EXCERPTS FROM THE MINUTES OF THE 
FEBRUARY 12, 2001 

MEETING OF THE AUDIT AND COMPLIANCE COMMITTEE OF 
THE BOARD OF DIRECTORS 
ENRON CORPORATION 
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DRAFT 

MINUTES 

MEETING OF THE AUDIT AND COMPLIANCE COMMITTEE 
OF THE BOAM) OF DIRECTORS 
ENRON CORP. 

FEBRUARY 12, 2001 

Minutes of a meeting of the Audit and Compliance Committee 
("Committee") of the Board of Directors of Enron Corp, ("Company"), noticed to 
begin at 1:30 p.m., C.S.T., but actually begun at 1;40 p.m., C.S.T., on February 12, 
2001 at the Enron Building. Houston, Texas. 

All of the Committee members were present as follows: 

Dr. Robert K. Jaedicke, Chairman 

Mr. Ronnie C. Chan 

Dr. Wendy L. Gramm 

Dr. John Mendelsohn 

Mr. Paulo V. Ferraz Pereira 

Lord John Wakeham 

Directors Kenneth L. Lay and Jeffrey K. Skilling, Messrs. Robert H. Butts, 
Richard B. Buy, Richard A. Causey, James V. Derrick, Jr., Shawn Kilchrist, Mark 
E. Koenig, Tod A. Lindholm, and Jordan H. Mintz and Ms. Rebecca C. Carter, all 
of the Company or affiliates thereof, Messrs. Thomas H. Bauer and David B. 
Duncan, of Arthur Andersen LLP (“AA”). and Mr. Richard N. Foster of McKinsey 
& Company, Inc. also attended the meeting. 


Dr. Jaedicke called upon Mr, Duncan to begin AA’s presentation, a copy of 
which is filed with the records of the meeting. Mr. Duncan began by providing an 
update of the status of AA’s audit and the communications required by AA under 
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the Statement on Auditing Standards 61, “Communication with- Audit 
Committees”. He noted that AA’s financial statement opinion was expected to be 
unqualified and that there were no significant audit adjustments, new accounting 
policies, changes not previously communicated to the Committee, modifications to 
interim, financial information. ' disagreements with management, significant 
difficulties encountered during the audit, major issues discussed with management 
affecting retention, or consultation with other accountants on the application of 
Generally Accepted Accounting Principles (“GAAP”). 

Mr. Duncan then discussed AA’s opinion on the Company’s internal 
controls and stated that the opinion would be unqualified, the audit was complete, 
and no material weaknesses had been identified. He stated that Mr. Kilchrist 
would discuss certain areas where improvement opportunities had been identified. 
He noted that AA had made its annual determination that, in its professional 
judgement, it reiriained independent. He then discussed the status of any 
adjustments proposed by AA that were not made and noted that management had 
determined that the items were not materialto the Company’s financial statements 
taken as a whole and that AA had concurred. 

Mr. Duncan then provided selected observations regarding the Company’s 
accounting procedures and financial reporting. He stated that the Company 
continued to utilize highly structured transactions, such as securitizations and 
syndications, in which there was significant judgement required in the application 
of GAAP. He commented on the use of mark-to-market and fair value model 
accounting in the areas of trading and derivative contracts and stated that these 
also required significant judgement regarding the applicability of certain models to 
specific products or transactions. He then reviewed related party transactions, 
classification issues that had arisen during the year, and certain other areas 
requiring material judgments to be made. 


Mr. Causey then began a discussion of transactions with LJM during 2000. 
He stated that the Company had established internal policies and procedures to 
deal with related party transactions such as LJM. He reviewed the Board 
established guidelines for transacting with LJM and then began a discussion of the 
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Company’s compliance with the guidelines. He stated that, in response to the 
Board’s direction, the Company had adopted the following procedures and 
controlsr 1) 'an LJM Deal Approval Sheet (“DASH”) was prepared for every 
transaction between the Cornpany and LJM with approval required by a variety of 
senior-level Company professionals in the commercial, technical, and commercial 
support areas and 2) the DASH was supplemented by an LJM Approval Process 
■ ChecMist that tested for compliance with the Board’s directive for transacting with 
LJM. He then stated that the Company had implemented supplemental efforts 
regarding transactions with LJM including the following: 1) LJM senior 
professionals do not ever negotiate on behalf of the Company, 2) Company 
professionals negotiating with LJM report to senior Company professionals 
separate from Mr. Andrew S. Fastow, 3) numerous groups monitor compliance 
with procedures and controls and regularly update him and Mr. Buy, and 4) the 
Company regularly consults with internal and outside counsel regarding disclosure 
obligations. He then presented all of the transactions between the Company and 
LJM during 2000, gave a brief description of each transaction, and noted the 
notional amount. He noted that the majority of the transactions were non-earnings 
related and were primarily related to deconsolidations, securitizations, or 
monetizations. 
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EXCERPTS FROM THE MINUTES OF THE 
AUGUST 13, 2001 

MEETING OF THE BOARD OF DIRECTORS 
ENRON CORPORATION 
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STATEMENT OF DR. ROBERT K. JAEDICKE 

Before the Permanent Subcommittee on Investigations 
The Committee on Government Affairs 
U.S. Senate 
May 7, 2002 


Chairman Levin, Senator Collins, and Members of the Subcommittee. Good morning, 
and thank you for the opportunity to address the Subcommittee. 

My name is Robert Jaedicke. I served as the Chairman of the Audit Committee of the 
Board of Directors of Enron Corporation. As part of an overall restructuring of the Board, I 
recently resigned as a director, having served since the mid-1980s. 

Let me briefly tell you about my background. I joined the faculty of the Stanford 
Graduate School of Business in 1961. 1 serv'ed as Dean of the Business School from 1983 until 
1 990. At that time, I returned to the faculty' of the Business School, and retired in 1 992. 

L THE AUDIT COMMITTEE OF THE BOARD OF DIRECTORS 


Tluoughoul my tenure as Chairman of the Enron Board’s Audit Committee, I was 
committed to ensuring that it was an effective and actively functioning body. Over the last few 
years, we undertook to review and strengthen our already vigorous control systems. In 1999, wc 
began a number of initiatives to ensure that we remained a “best practices” Audit Committee. 
Throughout 2000 and into 2001. our Committee worked with Arthur Andersen to make certain 
we complied with the recommendations of the Securities and Exchange Commission, the New 
York Stock Exchange, and the Blue Ribbon Committee on Improving the Effectiveness of 
Corporate Audit Committees. That effort culminated in February 2001, when the Audit 
Committee drafted a new charter that was approved by the full Board. Throughout that lengthy 
process, involving both Enron management and Arthur Andersen, we implemented a series of 
further refinements to our corporate policies and controls. 

The lifeblood of the work of any Audit Committee is the development and 
implementation of adequate controls, many of which cross check each other. The Committee’s 
responsibility is to receive report.s from management and the outside auditors, to review the 
adequacy of internal controls, and to oversee (he filing of financial statements. The Committee’s 
effective oversight also depends on the fiill and complete reporting of information to it. Without 
full and accurate information, an Audit Committee cannot be effective. The Committee does not 
manage the Company and does not do the auditing. It is my understanding that the audit 
committees of most corporations like Enron typically meet for a few hours several times a year. 
.As Warren Buffet wTote to New York Stock Exchange Chairman and CEO Richard Grasso in 
1999, “An audit committee that meets for a few hours several times a year is simply not going to 
pick up anything that is missed by the outside auditors. . . . Therefore, the task of the audit 
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committee should be to hold the feet of the outside auditors to the fire.” In that same letter, Mr. 
Buffett also stated, “Simply put, audit committees cannot act as auditors. Their true job — and I 
would argue the only important function that they can adequately discharge — is to make sure that 
the auditors do their job instead of becoming subservient to management.” 

I agree. As Chairman of the Audit Committee, I believe that our duty was to ensure that 
the outside auditors were in a position to perform their independent auditing function with full 
cooperation from management and with no management-imposed constraints on the audit scope. 
We regularly reviewed Arthur Andersen’s independence, whether they had disagreements with 
management, and whether they had the appropriate control over access issues and accounting 
treatment. 

We held regular meetings at least four — and usually five — times a year at which we 
received reports from a broad range of senior management and Arthur Andersen personnel. 
Audit Committee meetings regularly included three Arthur Andersen partners, the chief 
accounting officer, the chief risk officer, the general counsel, the chief internal auditors, Mr. Lay, 
Mr. Skilling, and other senior Enron officers and outside advisors as appropriate. We were 
entitled to rely on the representations made to us by management, our outside auditors and 
advisers about the appropriateness of the accounting for the partnerships, and the adequacy of our 
disclosures. We asked questions, provided oversight, received several special reports on 
accounting policies, and continually discussed the adequacy of our internal controls. I 
respectfully submit that we did our job. 

Three Arthur Andersen partners regularly attended each Audit Committee meeting and 
reported on issues of interest or concern. It was my invariable practice to hold — or at least offer 
to hold-an executive session with the Arthur Andersen representatives where they could meet 
with us without management present. There, Arthur Andersen could freely report to the 
Committee any matters of concern that made the auditors uncomfortable, including; whether they 
had had any significant disagreement with management; whether they had fall cooperation of 
management; whether reasonably effective accounting systems and controls were in place; 
whether there were any material systems and controls that need strengthening; and whether they 
had detected instances where company policies had not been fally addressed. 

Arthur Andersen did not raise concerns about the partnerships in these executive sessions. 
In fact, they normally reported to us that the structures and transactions were complex and 
required judgment, but that they were in at an early stage to understand and review the 
transactions and that they were comfortable with the accoimting treatment. 

Over the last several months, however, through the media and other public disclosures, I 
have learned tliat within the management of Enron and within Arthur Andersen, there was 
substantial turmoil about the related party partnerships. For example, until recently, I was 
unaware that: 
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• In Februaiy 2001, Arthur Andersen officials met among themselves and raised 
concerns about the accounting for the partnerships and whether the related party 
transactions were fair to Enron; 

• In the summer of 200 1 , an Enron in-house attorney was sufficiently concerned 
about the partnerships that he consulted with a separate law firm; 

» In early October 2001, Arthur Andersen retained outside counsel in anticipation of 
possible litigation arising from Enron’s financial statements; 

Contrast what Arthur Andersen knew and was doing during that time with what it was 
telling the Audit Committee. In a February 12, 2001 Audit Committee meeting, Arthur Andersen 
reported: 

• Arthur Andersen’s financial statement opinion for the 2000 financial statements 
would be unqualified, fhe 2000 statements would cover the first fiill year of 
existence of the LJM partnerships. 

• Arthur Andersen’s opinion on the company’s internal controls (which should have 
included an assessment of the internal controls in place for related party 
transactions) would be unqualified and they noted no material weaknesses, 

• The use of structured transactions and mark to market accounting required 
significant judgment, but Arthur Andersen did not suggest that anything about the 
judgments being made was inappropriate. 

• Arthur Andersen was present when we reviewed the related party' transactions, 
and did not indicate any impropriety or major concerns with the accounting or the 
fairness of the transactions. 

II. THE RELATED PARTY TRANSACTIONS 

I want to highlight two critical pieces of information about these related party transactions 
that management did not reveal to the Board. First, as the Powers Report indicates, it was never 
disclosed to the Board that Enron employees other than Andrew Eastow had acquired interests in, 
or become parties to, related party transactions with Enron. 

It is also apparent that management’s lack of candor was not limited simply to the non- 
disclosure of related party' interests. We now know that certain Eruon employees believed that 
particular transactions with the LJM entities were unfair to Enron, were an improper effort to 
manipulate the company’s financials, or were not properly being disclosed in Enron’s proxy 
statements and financial disclosures. These are serious issues that the employees, management, 
or both should have brought to the Board’s attention. The one time the Board was informed that 
a concern had been voiced about the related party transactions, we were informed that the matter 
had been investigated and resolved by outside counsel. 
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LJMl and LJM2 were presented to the Board as having significant benefits to Enron. 
I'he Office of the Chairman determined that the LJM structure - with Mr, Fastow as the general 
partner of the IJMs- would not adversely affect the interests of the company. Senior 
management discussed with the Board the very real and substantial benefits to Enron of such a 
structure. The Board thought, based upon these presentations, that the LJM partnerships offered 
real business benefits to Enron. Many special controls were put in place to manage the related 
party aspect of the partnerships. Significant and legitimate economic benefits were presented to 
justify why Mr. Fastow should be permitted to assume the role that we ultimately permitted him 
to assume. 

Enron’s Code of Conduct allows a senior officer to participate in a transaction in which 
he has a potential conflict of interest with Enron if the Office of the Chainnan determines that 
this participation will not adversely affect the interests of the Company. Mr. Fastow w'as allowed 
to participate in LJM because the Office of the Chairman made such a determination, and the 
Board ratified it. This action had no affect whatsoever on Mr. Fastow’s obligation to comply 
with all other requirements of Enron’s Code of Business Conduct and its Code of Ethics as a 
senior officer and fiduciary of Enron. 

The Audit Committee executed its responsibility of overseeing management’s proper 
implementation of the controls and was repeatedly assured that they were being followed. The 
Board was told, and had every reason to believe, that the several parties with the obligation to 
monitor the transactions were ensuring that the procedures that the Board and the Company had 
put in place were followed and that transactions with IJM were fair to Enron and were accounted 
for properly. 

The Audit Committee reviewed the UM transactions with Enron’s Chief Accounting 
Officer each year, in the presence of Arthur Andersen partners, Mr. Lay, Mr. Skilling, the Chief 
Risk Officer, and in-house counsel, and was assured that all of the transactions were done at arms 
length and were fair to Enron. The Board and the Audit Committee had no reason not to trust the 
assurances they received. Despite the existence of these controls, it is now apparent that 
numerous critical and troubling facts about LJMl and LJM2 were not brought to the attention of 
the Board or the Audit Committee. There was ample opportunity to express concerns because 
the related party partnerships were discussed at meetings of the Finance and Audit Committees. 

We had the following understandings about Arthur Andersen’s assurances concerning 
these transaction: 

• In the October 1999 Audit Committee meeting before the Board meeting where LJM2 
was approved, Arthur Andersen assured the Audit Committee that it “had spent 
considerable time during the third quarter reviewing a joint venture [Enron] was 
forming to assist in monetizing investments.” 
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• In presenting LJM2 to the Finance Committee in October 1999, senior management 
also discussed the fact that Arthur Andersen had reviewed L.IM2 and were fine with 
it. 

• In May 2000, Arthur Andersen reported to the Audit Committee that Enron’s related 
party transactions were a “high priority” area, that Arthur Andersen “would be 
spending additional time” specifically on Enron’s “structured transactions related to 
securitization and syndication and hedging vehicles.” Notes that apparently were 
taken at the meeting reflect that Andersen reported that it “gets involved in the 
structure on the front end to discuss applicable accounting issues,” and that Arthur 
Andersen typically consults with its Chicago and New York offices. 

• In February 2001, Arthur Andersen reported to the Audit Committee that its 
“financial statement opinion was expected to be unqualified, and that there were no 
significant audit adjustments, . . . disagreements with management, [or] significant 
difficulties encountered during the audit.” Arthur Andersen also discussed its 
“opinion on the [Enron’s] internal controls and stated that the opinion would be 
unqualified, the audit was complete, and no material weaknesses had been identified.” 

Arthur Andersen often mentioned that Enron was utilizing highly complex structured 
transactions that required significant judgment in the application of the accounting rules. As the 
Audit Committee minutes reflect, Enron paid Arthur Andersen specifically to address the 
accounting issues related to these transactions. Arthur Andersen assured us that they were 
working with their experts in Chicago to make sure that Enron properly accounted for those 
transactions. 

III. CONCLUSION 


Last February, Alan Greenspan testified before Congress, “I've served on too many audit 
committees to know that, even though 1 would consider myself independent, 1 would consider 
myself knowledgeable, 1 did not know w'hat questions to ask the chief financial officer during 
meetings to find out what is it that conceivably is going wrong in the corporation, and he wasn't 
about to tell me. So that there was a very difficult problem that one confronts.” 1 agree with Mr. 
Greenspan. We did everything possible to ensure that our controls and procedures were being 
followed. To my knowledge, we were one of the few major corporations that required Arthur 
Andersen to give us an attest opinion on management’s assertion that our internal controls were 
adequate. 

What happened at Enron has been described as a systemic failure. As it pertains to the 
Board, I see it instead as a cautionary reminder of the limits of a director’s role. We served as 
directors of what was then the seventh largest corporation in America, which required us to 
confine our attention to the broad policy decisions. At the meetings of the Board and its 
committees, in which all of us participated, these issues were considered and decided on the basis 
of summaries, rcrorts and corporate records, upon which we were entitled to rely. We also 
reasonably relied upon the honesty and integrity of management, their subordinates and advisers. 
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and on the integrity of the information we were receiving. At the time, we had no reason to 
doubt the integrity of either the management or our advisors. 

We did all of this, and more. Sadly, despite all that we tried to do, in the face of all the 
assurances we received, we had no cause for suspicion until it was too late. 

I am prepared to respond to questions from the Subcommittee. 

Thank you. 
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EXCERPTS FROM THE MINUTES OF THE 
OCTOBER 11, 1999 

MEETING OF T HE FINANCE COMMITTEE OF 
THE BOARD OF DIRECTORS 
ENRON CORPORATION 
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MINUTES 

MEETING OF THE FINANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
ENRON CORP. 

October 11, 1999 


Minutes of a meeting of the Finance Committee (“Committee'") of the Board of 
Directors of Enron Corp. (“Company”), held pursuant to due notice at 4: ->0 p.m,. C.D.T.. 
on October 1 1. 1999 at the Enron Building in Houston. Texas. 

The following Committee members were present constituting a quorum: 

Mr. Herbert S. Winokur. Jr.. Chairman 
Mr. Robert A. Belter 
Mr. Norman P. Blake. Jr. 

Mr. Jerome J. Meyer 
Mr. John A. Urquhart 

Committee member Ronnie C. Chan was absent from the meeting. Directors Ren 
L. Harrison. Kenneth L. Lay. Charles A. LeMaistre. and Jeffrey K. Skilling. Messrs. 
Richard B. Buy. Richard A. Causey. Andrew S. Fastow. Darid B. Gone. Mark E. 
Koenig. Jeffrey McMahon. Theodore R. Murphy, and Joseph W. Sutton, and Ms, 
Rebecca C. Carter, all of the Company or affiliates thereof, also attended the meeting. 
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Mr. Fastow then updated the Committee on a financing structure approved earlier 
in the year. LJM 1. and discussed the benefit.s that the Company had incurred since the 
transaction closed on June 30. 1999. He recommended that the Company continue to 
syndicate capital investments to address the funds flow issue. He pre.sented information 
concerning an unaffiliated inve.stment partnership. LJM 2. and discussed the rationale and 
benefits of the proposed partnership. He stated that the partnership could possibly 
provide the Company with an alternative, optional source of private equity to manage its 
investment portfolio risk, funds flow, and financial fiexibiiity'. He noted that he would be 
acting as managing partner of LJM 2 and discussed his role in the LJM 2 partnership and 
how it would benefit the Company. He commented on the differences between LJM t 
and LJM 2. the controls that would be pul in place to manage any transactions between 
the Company and LJM 2, the fund fees and promote, and any required di.sclosure. He 
noted that the controls include review and approval of ail transactions by the Chief 
Accounting Officer and the Chief Risk Officer of the Company. He stated that tlte .Audit 
and Compliance Committee would, on an annual basis. re\'iew ail transactions completed 
within the past year and make any recommendations they deemed appropriate. He noted 
that the Company's Conduct of Business Affairs Policies (relating to m\'estments and 
outside business interests of officers and employees) would prohibit him from 
participating in LJM 2 as managing partner due to his position as E.secutive Vice 
President and Chief Financial Officer of the Company, absent appropriate res iews and 
waivers from the Board and a finding that such participation does not ad\'ersely affect the 
best interests of the Company. He asked that the Committee recommend to the Board 
that such review and findings he made in this instance to allow his participation. Messrs. 
Causey, Fastow, and Skilling answered questions from the Committee concerning the 
role of other partners, the re\’iew by Arthur .Andersen LLP. and the benefits to the 
Company, which included having another potential buyer of assets and provider of 
capital, of having Mr. Fastow act as managing partner. Following a discussion, upon 
motion duly made by Mr. Meyer, seconded by Mr. Blake, and carried, the proposed 
waiver of the aforementioned policy, including findings of no adverse effects to the best 
interests of the Company related to Mr. Fastow's involt-emenl in LJM 2. was appro\'ed 
for recommendation to the Board. A copy of Mr. Fastow's report is filed with the records 
of the meeting. 
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EXCERPTS FROM THE MINUTES OF THE 
OCTOBER 11, 1999 

MEETING OF THE AUDIT AND COMPLIANCE COMMITTEE OF 
THE BOARD OF DIRECTORS 
ENRON CORPORATION 
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MINUTES 

MEETING OF THE AUDIT AND COMPLIANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
ENRON CORP. 

October 1 1, 1999 


Minutes of a meeting of the Audit and Compliance Committee 
("Committee”) of the Board of Directors of Enron Corp. ("Company"), held 
pursuant to due notice at 3:00 p.m., C.D.T.. on October 11, 1999 at the Enron 
Building in Houston. Texas. 

The following Committee members were present constituting a quorum: 

Dr. Robert K. Jaedicke, Chairman 
Mr. Joe H. Foy . 

Dr. Wendy L. Gramm 
Dr. John Mendelsohn 
Lord John Wakeham 

Director Ronnie C. Chan was absent from the meeting. Directors Kenneth 
L. Lay and Jeffrey K. Skilling. Messrs. Robert H. Buns. Richard B. Buy. Richard 
A. Causey, and Theodore R. Murphy, and Mesdames Sharon A. Butcher and 
Rebecca C. Carter, all of the Company or atTiliates thereof, and Mes.srs. Thomas 
H. Bauer. David B. Duncan, and D. Stephen Goddard, all of Arthur Andersen LLP 
(“AA”), also attended the meeting. Mr. Joseph W. Sutton joined the meeting in 
progress as noted below. 
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Mr. Duncan noted that in addition to the EOG and MTBE transactions. AA 
had spent considerable time during the third quarter reviewina a ioint venture jhe 
Company was forming to assist in monetizing investments. 
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EXCERPTS FROM THE MINUTES OF THE 
MAY 1, 2000 

MEETING OF THE AUDIT AND COMPLIANCE COMMITTEE OF 
THE BOARD OF DIRECTORS 
ENRON CORPORATION 
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MINUTES 

MEETING OF THE AUDIT AND COMPLIANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
ENRON CORP. 

MAY I, 2000 


Minutes of a meeting of the Audit and Compliance Committee . 
("Committee") of the Board of Directors of Enron Corp. ("Company"), noticed to 
begin at 2:00 p.m. C.D.T., on May 1, 2000, but actually begun at 2:03 p.m., 
C.D.T., on May 1, 2000 at the Enron Building in Houston, Texas. 

The following Committee members were present constituting a quorum: 

Dr. Robert K. Jaedicke, Chairman 

Mr, Joe H. Foy 

Dr. Wendy L. Gramm 

Dr. John Mendelsohn 

Lord John Wakeham 

Committee members Ronnie C. Chan and Paulo Ferraz Pereira were absent 
from the meeting. Directors John H. Duncan, Kenneth L. Lay, Charles A, 
LeMaistre, and Jeffrey K. Skilling, Messrs. Robert H. Butts, Richard B. Buy, 
Richard A. Causey, James V. Derrick, Jr., Theodore R. Murphy, and Joseph W. 
Sutton, and Ms. Rebecca C. Carter, all of the Company or affiliates thereof, and 
Messrs. Thomas H. Bauer, David B. Duncan, and D, Stephen Goddard, all of 
Arthur Andersen LLP (“AA”), also attended the meeting. 

The Chairman, Dr. Jaedicke, presided at the meeting, and the Secretary, Ms. 
Carter, recorded the proceedings. 


Mr. Duncan discussed the financial reporting areas that AA had detennined 
to be high priorities due to inherent risks that were present. He stated that the 
ongoing high priority areas included structured transactions, the merchant 
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portfolio, commodity trading activities, project development activities, and 
intercompany and related party transactions. He also commented on specific areas 
where AA would be spending additional time including the following: 1) the 
formalization of accounting models, policies, and procedures relating to Enron 
Energy Services, LLC (“EES”), Enron Broadband Services, Inc, (“EBS”), Enron 
Networks, and the Company’s activities in Japan, 2) structured transactions 
related to securitizations and syndication and hedging vehicles,' and 3) analyzing 
the impact of rulemaking activity specifically as it relates to the Company. 
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EXCERPTS FROM THE MINUTES OF THE 
FEBRUARY 12, 2001 

MEETING OF THE AUDIT AND COMPLIANCE COMMITTEE OF 
THE BOARD OF DIRECTORS 
ENRON CORPORATION 
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DRAFT 


METOTES 

MEETING OF THE AUDIT AND COMPLIANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
ENRON CORP. 

FEBRUARY 12, 2001 

Minutes of a meeting of the Audit and Compliance Committee 
("Committee'') of the Board of Directors of Enron Corp. ("Company"), noticed to 
begin at 1:30 p.m., C.S.T., but actually begun at 1:40 p.m., C.S.T., on February 12, 
2001 at the Enron Building, Houston, Texas. 

All of the Committee members were present as. follows: 

Dr. Robert K. Jaedicke, Chairman 

Mr. Ronnie C. Chan 

Dr. Wendy L. Gramm 

Dr. John Mendelsohn 

Mr. Paulo V. Ferraz Pereira 

Lord John Wakeham 

Directors Kenneth L. Lay and Jeffrey K. Skilling, Messrs. Robert H, Butts, 
Richard B. Buy, Richard A. Causey, James V. Derrick, Jr., Shawn Kilchrist, Mark 
E. Koenig, Tod A. Lindholm, and Jordan H. Mintz and Ms. Rebecca C. Carter, all 
of the Company or affiliates thereof, Messrs. Thomas H. Bauer and David B. 
Duncan, of Arthur Andersen LLP (“AA”), and Mr. Richard N. Foster of McKinsey 
& Company, Inc. also attended the meeting. 


Dr. Jaedicke called upon Mr. Duncan to begin AA’s presentation, a copy of 
which is filed with the records of the meedng. Mr. Duncan began by providing an 
update of the status of AA’s audit and the communications required by AA under 
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the Statement on Auditing Standards 61, “Communication with Audit 
Committees”. He noted that AA’s financial statement opinion was expected to be 
unqualified and that there were no significant audit adjustments, new accounting 
policies, changes not previously communicated to the Committee, modifications to 
interim, financial information, disagreements with management, significant 
difficulties encountered during the audit, major issues discussed with management 
affecting retention, or consultation with other accountants on the application of 
Generally Accepted Accounting Principles (“GAAP”). 

Mr. Duncan then discussed AA’s opinion on the Company’s internal 
controls and stated that the opinion would be unqualified, the audit was complete, 
and no material weaknesses had been identified. He staled that Mr. Kilchrist 
would discuss certain areas where improvement opportunities had been identified. 
He noted that AA had made its annual determination that, in its professional 
judgement, it reiriained independent-. He then discussed the status of any 
adjustments proposed by AA that were not made and noted that management had 
determined that the items were not material to the Company’s financial statements 
taken as a whole and that AA had concurred. 

Mr. Duncan then provided selected observations regarding the Company’s 
accounting procedures and financial reporting. He stated that the Company 
continued to utilize highly structured transactions, such as securitizations and 
syndications, in which there was significant judgement required in the application 
of GAAP. He commented on the use of mark-to-market and fair value model 
accounting in the areas of trading and derivative contracts and stated that these, 
also required significant judgement regarding the applicability of certain models to 
specific products or transactions. He then reviewed related party transactions, 
classification issues that had arisen during the year, and certain other areas 
requiring material judgments to be made. 


Mr. Causey then began a discussion of transactions with LJM during 2000. 
He stated that the Company had established internal policies and procedures to 
deal with related party transactions such as LJM. He reviewed the Board 
established guidelines for transacting with LJM and then began a discussion of the 
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Company’s compliance with the guidelines. He stated that, in response to the 
Board’s direction, the Company had adopted the following procedures and 
controls: 1) an LJM Deal Approval Sheet (“DASH”) was prepared for every 
transaction between the Company and LJM with approval required by a variety of 
senior-level Company professionals in the commercial, technical, and commercial 
support areas and 2) the DASH was supplemented by an LJM Approval Process 
' Checklist that tested for compliance with the Board’s directive for transacting with 
LJM. He then stated that the Company had implemented supplemental efforts 
regarding transactions with LJM including the following; 1) LJM senior 
professionals do not ever negotiate on behalf of the Company, 2) Company 
professionals negotiating with LJM report to senior Cqinpany professionals 
separate from Mr. Andrew S. Fastow. 3) numerous groups monitor compliance 
with procedures and controls and regularly update him and Mr. Buy, and 4) the 
Company regularly consults with internal and outside counsel regarding disclosure 
obligations. He then presented all of the transactions between the Company and 
UM during 2000, gave a brief description of each transaction, and noted the 
notional amount. He noted that the majority of the transactions were non-earnings 
related and were primarily related to deconsolidations, securitizations, or 
moiretizations. 
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STATEMENT OF DR. CHARLES A. LeMAISTRE 

Before the Permanent Subcommittee on Investigations 
Committee on Governmental Affairs 
United Slates Senate 
May 7, 2002 

Chairman Levin, Senator Collins, and Members of the Subcommittee. Good afternoon, 
and thank you for the opportunity to address the Subcommittee. 


My name is Charles LeMaistre. 1 am a physician by profession. I am also llie President 
Emeritus of the University of Texas M.D. Anderson Cancer Center, and former Chancellor of the 
University of Texas System. For 17 years, I served on Enron’s Board. I 'or most of those years, 1 
held the position of Chainnan of the Compensation and Management Development Committee. 
I resigned in March 2002 as part of the restructuring of the Board, 

J would like to address some of the questions that have been raised regarding ihe 
compensation and bonus process for Enron executives. 

I. THE COMPENSATION COMMITTEE 


The Compensation Conunittee’s basic responsibility was to assure that the senior 
executives of the Company were compensated effectively in a mamier consistent with the 
compensation strategy stated to the shareholders. The committee considered internal equity, 
competitive compensation practices, and the requirements of appropriate regulatory bodies. The 
philosophy behind executive compensation is to reward executive performance that creates long- 
term shareholder value; in essence a “pay-for-performance” philosophy. Enron executives had 
the opportunity to earn at the 75"’ percentile or higher of the compensation rates at comparable 
competitive companies, subject to obtaining performance at the 75*'' percentile or higher at 
Enron, 


As a first step, we received detailed recommendations fi'om management and discussed 
the justifications fully. We also relied, frequently, on an outside executive compensation firm, 
Towers Perrin, to provide advice and recommendations regarding the various compensation 
issues that were brought to the Committee. Based on that advice, the Committee arrived at its 
proposals for presentation to the Board, 

In recent years, the Compensation Committee was dealing with Enron’s evolution from a 
pipeline company to an energy trading company that engaged in sophisticated and complex 
financing structures. Enron sought out different talent for its senior management in the energy 
trading business. To hire and successfully retain these highly sought individuals, Enron needed 
to offer compensation packages equivalent to, or better than, those offered by the competition. 
Enron believed that the talented individuals leading the Company were one of its most valuable 
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assets, and critical to its success. Towers Perrin w'as often asked to craft compensation packages, 
stress test the executive compensation plan, and conduct surveys of competitive practices to be 
sure Enron was well-positioned in the marketplace. 

II. COMPENSATION RELATED ISSUES 
A. Ken Lay 


The media and others have raised many questions about Mr. Lay’s compensation. In 
particular, I would like to address the $141 million he received in total compensation for the year 
2000. It has been suggested that this level of compensation was unreasonably high and over 10 
times the average received by the CEOs of top two hundred companies. 

First, I believe that comparing Mr. Lay’s total compensation against the average saliiry for 
a CEO in a top 200 company does not neces-sarily yield an accitrate picture. Because Mr. Lay’s 
compensation placed him in the top 10 highest paid CEOs, I believe that comparing his 
compensation to those in that category is more accurate. Within the top 1 0, Mr. Lay was ranked 
seventh. That year, Enron coincidentally was ranked as the seventh largest company. The 
average compensation for the top 10 CEOs was about $169 million. The top compensation was 
$293 million. I have attached a chart to my statement that presents this information. 

Second, I think it is important to break out what comprises Mr. Lay’s total compensation 
package to determine the actual cost to the Company for that year. A very large portion of the 
total compensation is at risk under the pay-for-pertbrmance philo.sophy. The portion at risk 
depends upon meeting competitive criteria for the future value realized from stock options 
exercised and from restricted stock payouts to be realized. For this portion, the executive is 
rewarded only if the shareholder is rewarded. If the “at risk” ponion is subtracted from the total, 
you arrive at about $10 million, which I believe is a more accurate representation of Mr. Lay’s 
2000 compensation cost the company that year. Tliat roughly $10 million includes a base salary 
of about $1.3 million and a bonus of S7 million. 1 also note that 2000 was an extraordinary year 
for Enron and its shareholders, which accounts for the large increase in his bonus from the 
previous year. Mr. Lay's compensation was disclosed and footnoted in detail in the Proxy 
Statement each year. 

B. Andy Fastow’s Salary from the LJM Partnerships 


On October 19, 2001 the Wall Street Journal reported that Mr. Fastow, and possibly some 
of his partnership associates, received more than $7 million in compensation from the LJM 
partnerships. Let me comment on what I know about his UM compensation. 

On October 19, 2001, a special meeting of the full Board was called to discuss Mr. 
Fastow’s compensation from the LJM and other related matters. On October 22, 2001, the Board 
authorized Mr, Duncan and me to inquire directly of Mr. Fastow as to his compensation from the 
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LJM pannerships. Enron’s General Counsel drafted the questions that we would ask. 1 called 
Mr. Fastow on October 22 and arranged for a conference call the next day. On that call, Mr. 
Duncan and 1 asked Mr. Fastow about the amount of his investments in LJMl and LJM2 and the 
return on those investments. Mr. Fastow responded that his commitments in IJMl and LJM2 
were $1 million and $3.9 million re.spectively. He stated that his income from LJMl was $23 
million, and approximately $22 million from LJM2. On October 24, 2001, Mr. Fastow was 
relieved of his responsibility as Chief Financial Officer. 

I do not believe that the Board of Directors would ever have approved Mr. Fastow’ s 
participation in the partnerships if we had known he would be generating such compensation. If 
management had instituted the controls the Board installed, Mr. Fastow’ s compensation would 
have been reported to Mr. Skilling, the Audit Committee, Finance Committee, and the 
Compensation Committee. The October 6, 2000 Finance Committee meeting minutes clearly 
show, from his own presentation, that Mr, Fastow wa-s aware of the six controls imposed by the 
Board on his participation in LJM, including his responsibility to review with Mr, Skilling “his 
economic interests in the Company and the LJM funds.’’ Following Mr. Fa.stow’s presentation, 
the Finance Committee added to the existing six controls a quarterly review of the LJM 
transactions and a review by the Compensation Committee of Mr. Fastow’s LJM compensation. 

C. Enron’s Performance Unit Plan 


Prior to 1999, Enron granted performance units to corporate and certain operating 
company executives who were not in an Enron long-term incentive plan. These operating 
company executives were, for the most part, in commercial support and pipeline businesses. The 
first performance units were awarded in 1987 and the last in 1998. Awards were based on 
Enron’s total shareholder return over four years. The participants were nominated by the Office 
of the Chairman and approved by the Compensation Committee. There was a limit of 3 million 
perfonnance units per individual. Performance was measured against that of a performance peer 
group of companies with a payout scale of 1 to 7. Each unit was assigned a valuation of $1 .00. 
A ranking of 1 gained a payout of $2 per performance unit (“p.u.”). A ranking of 7 gained a 
payout of $ 0.00/p.u.. 

In the event that the total shareholder return did not exceed the cumulative percentage for 
the 90-day Treasury Bill, a performance unit would have no value. 

HI. CONCLUSION 


I believe that our Committee and the Enron Board endeavored to manage carefully and 
effectively Enron’s executive compensation while this company was rapidly evolving, growing, 
and undertaking new business opportunities. The Compensation Committee sought and relied on 
the advice of outside executive compensation experts to ensure that our recommendations and 
decisions were consistent with the marketplace. Although the Board was willing to award 
compensation that was competitive and deserved, it certainly did not approve and was not made 
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aware by management that some individuals reaped huge profits at the Company’s expense, or 
that others abused certain benefits in ways for which they were not designed. 

Thank you for your attention. 

I will be pleased to answer questions ftom the Subcommittee. 


4 
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S r ATEMENT OF NORMAN P. BLAKE 

Before the Pcnnanent Subcommittee on Investigations 
Committee on Governmental Affairs 
United States Senate 
May 7, 2002 


Chairaian Levin, Senator Collins, and Members of the Subcommittee. Good morning, 
and thank you for the opportunity to address the Subcommittee. 

My name is Norman Blake. 1 am Interim Chairman of the Board of Enron Corporation. I 
have been a director of Enron since 1 993. Since the outset of bankruptcy, five members of the 
Board and I have been actively eng^ed in the development of a newly constituted Board of 
Directors in cooperation with Enron’s Creditors Committee. It is the intention of these Board 
members and me to resign from the Board once an orderly and effective transition of authority 
has taken place. We are serving now on a pro bono basis and in recognition of our responsibility 
to serve the interests of Enron’s stakeholders and employees. 

My background can essentially be characterized as having had extensive management and 
leadership experience in a variety of different industries with significant involvement in financial 
services. Over the last twelve years, I have been the Chairman and CFiO of three different 
Fortune 500 companies and held Board membership positions in others. Much of my earlier 
business career was with the General Electric Company, with my latest position in 1984 being 
Executive Vice President of Financing Operations for the General Electric Credit Corporation. 

My colleagues in their statements today will discuss the Board's and its Committees’ 
respective roles and involvement in the related party transactions. I would like to focus on 
certain issues that have been raised with respect to the Board and the outside directors as a 
collective unit. 

1 begin by saying unequivocally that 1 am proud to have served on a Board with such 
capable, hardworking, intelligent, and ethical individuals. Personally, I believe that while we 
may have begun initially as a collection of individuals, we evolved into a cohesive and collegial 
group. Moreover, in my view, this Board has remained diligent and dedicated to its 
responsibilities throughout the process. Although we, at the time, had much confidence and 
respect for the abilities of the management of the Company, we did operate independently and 
did exert our influence and, at times, contrary to the wishes of management. For example, the 
decision made by the majority of the Board to acquire Wessex and form Azurix was made over 
the dissenting votes of two directors and the abstention of another. More recently, management’s 
intention to acquire a pulp mill in October of last year was resisted by the Board to the extent that 
decision was not made to make the acquisition. 



182 


Allow me to put Enron into perspective over the last couple of years. By 2000, Enron 
was one of the ten largest companies in the United States. Enron had begun to transfomi itself 
from a pipeline company with substantial fixed assets to an innovative energy trading company 
that showed tremendous potential, but required liquidity and creditworthiness. My personal 
focus, as a member of the Board and its Finance Committee, had been Enron’s liquidity and 
financial leverage in furtherance of this strategy. As a Board, we were attentive on working with 
management and our outside experts to realize this mission. We believed that the Company was 
successfully moving in that direction. In late 2000 or early 2001, no one would have predicted 
that by the end of 2001, Enron would file for bankruptcy. In fact, as late as October of 2001, we 
were inlbmied by management that wc were ahead of plan in terms of earnings and that 
creditworthiness and liquidity issues were manageable. 

A central issue at hand involves Em'on’s intentions in establishing SPEs. Before I make 
any comments regarding the financial structures that are of concern, 1 would like to provide an 
opposing point of view to that held by many that the intention of Enron in establishing these 
partnerships was to manufacture earnings. To the contrary, it is my opinion that the primary 
purpose of these partnerships was to improve liquidity and get debt off the balance sheet. The 
L..IM partnerships were specifically constituted for that purpose. And, by the way, I would 
contend that many companies establish SPEs for exactly such a purpose. 

Of course, now, with the benefit of hindsight. Committees of Congress, the media, 
government officials, financial experts, and others have tried to dissect and examine what went 
wrong at Enron. Over the past several montlis, several questions have been raised with respect to 
the directors as a group. In particular, people ask if the Board failed in its oversight duly, 
whether Enron was moving so quickly that the independent directors could not keep up. 

I think not. We worked hard as a Board. We came prepared, and we asked questions. 
We were sent materials in advance of meetings, and it seemed that each director reviewed them 
and came to the meetings prepared. Sometimes before a Board meeting, and after spending many 
hours in preparation for the meeting, I would speak with Mr. Skilling about balance sheet issues 
or with the Chief Risk Officer, Rick Buy, about liquidity and leverage issues. I know that my 
fellow director, Mr. Winokur, who is here today, spent time with Enron’s Chief Financial Officer 
Andrew Fastow before meetings asking him questions about various issues. And Dr, LeMaistre, 
who is also appearing with us today, spent much of his time in advance of upcoming 
Compensation Committee meetings with Enron’s human resources and compensation staff, as 
well as external consultants, to ensure himself that he understood all of the technical aspects of 
Enron’s compensation plans and to be in a position to evaluate recommendations made by 
management. He took his job very seriously. In short, I believe that, judged by any standard, this 
Board executed its duties to the Company and its shareholders. 

During Board and Committee meetings, we questioned management. For example, 
during the October 1 999 Finance Committee meeting where the LJM2 partnership was discussed, 
the Board material discloses that I specifically asked whether Arthiu Anderson had reviewed the 
partnership. We were told by the Chief Accounting Officer that Arthur Andersen w'as “fine with 
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it.” If we had been told that Arthur Andersen had not reviewed the structure, or that Arthur 
Andersen had reservations, the Board would never have approved it. 

The first Raptor was brought to the Finance Committee on May 1, 2000. The minutes 
reflect that the Chief Accounting Officer told us that “Arthur Andersen LLP had .spent 
considerable time analyzing the Talon structure and the governance structure of LJM2 and was 
comfortable with the proposed transaction.” This advice was critical to our decision to authorize 
this transaction. Some commentators have since suggested that the structure of this transaction 
was inappropriate on its face. That is not the advice we received at the time. My fellow directors 
asked questions pertaining to the propriety and oversight of these transactions. We did not 
rubber stamp their recommendations and requests. 

Finally, media reports have cited particular transactions as evidence of earnings 
improprieties, fhesc transactions were either not disclosed to the Board or, in fact, affirmatively 
misrepresented to us, I list a few of them here to illustrate the point. 

1. The Raptors 


a. The Raptors Vchieles 

The media reports that the Raptor vehicles w'cre set up so that LJM2 would recoup its 
investment before any hedging took place. The directors were unaware of any such arrangement. 

b. Raptor I 

Throughout the Board minutes and in the presentation materials, the Board was assured 
that the projected return for this transaction was 30%. In fact, at least one and possibly other 
members of management knew that LJM2’s projected return was, in fact, a minimum of 76%. 
Yet no one told us the true rate of return they had projected. 

c. Raptor Ill/New Power 

The New Power hedge transaction was never disclosed to the Board. This particular 
transaction would and should have been avoided by simple adherence to the controls we put into 
effect. 


d. Raptor Recapitalization 

The credit problems with the Raptor entities, which began in late 2000, were not 
disclosed to the Board, The decision in early 2001 to recapitalize the Raptor structure with S800 
million in equity was, likewise, concealed from us. 

2. Chewco 

No director knew that Chewco was, in fact, an affiliated transaction. The directors were 
not aware that an Enron employee, Michael Kopper, had an ownership interest in Chewco. The 
Board was not told that Mr. Kopper received a payment when Chewco was closed out. We were 
similarly unaware, until the fall of 2001, that Chewco was in violation of the 3% equity rule. 
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3. Braveheart 

This was the project with Blockbuster that would allow customers to choose from 
thousands of movies sent via telephone lines to their homes. Media reports state that Enron 
inexplicably claimed over $1 10 million in profits in the fourth quarter of 2000 and first quarter of 
2001 . If Enron was falsely claiming these profits, the directors were unaware of it. 

4. Southampton Place 

The Board was not informed that Southampton was formed with Enron employees, or 
that it was able to sell Enron shares back to Enron at a huge windfall to Southampton. From the 
media reports I have read about this, it seems that Southampton never would have reaped such 
big profits if this deal had been negotiated at arms’ length. 

5. Churned Transactions 

We are now aware from the Powers Report of a pattern of assets being sold to LJM in one 
quarter, only to be repurchased by Enron in the following quarter. This, too, was concealed from 
the Board. 

Even with the benefit of hindsight, I cannot speculate as to what else we could have done 
to ensure that our controls and procedures were followed. Wc put the right controls in place, and 
asked the right questions. These directors were a smart and talented group of people who 
brought a diversity of experienee and expertise to the Board. Unfortunately, I believe that we 
were uninformed because management and outside experts who reported to us failed to do their 
jobs and give us full, complete information. 

I am prepared to respond to any questions from the Subcommittee. 

Thank you. 
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OF 

CHARLES M. ELSON 

Director, Center for Corporate Governance 
University of Delaware 
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Dot.Com/ Gov.Diemb? 


by Charles M. Bison 

Professor of Law 

Stetson University College of Ixtw 


I.n recent tnonihs a significant debate has engulfed 
file investment community over the role traditional 
governance principles and practices should play in the 
emerging-growth, newly public lechnoiogy compa- 
nies, In an engaging article entitled "Governance in 
emerging companies: Is this the new model?" tDiVec- 
torship, April 2000). David Berger persuasively ar- 
gues that the governance model seemingly favored by 
many of these young businesses is both appropriate to 
their circiimscances and may offer a sound "path to 
success." While some of the structural characteristics 
of these boards have appeal, on the whole i believe that 
this approach to governance suffers from a fundamen- 
tal flaw that makes the model highly problematic for 
these businesses and their shareholders. White tsdJAl- 
sionai "good governance" practices may not presently 
Find welcome acceptance at the emerging growth com- 
panies. these standards are not only appropriate but 
cnticai to ihe long-term success of these busines.ses. 


Berger identilies three structural charactenstics com- 
mon to the new technology boards; “First, the boards 
seek directors based more on expertise and a belief that 
such directors will actin an independent manner in the 
best interests of shareholders rather than ensuring di- 
rectors meet some technical definition of independ- 
ence. Second, these boards are .smaller than boards of 
companies of comparable .si?.c in more traditional in- 
dust. 705, Finally, directors on such board.s often coilec 
tivciy own a greater percentage of their company's 
stock than is typically seen in older companies." 

1 have no argument with Berger’s second and third 
characteristics-— those involving board sirx and equity 
ownership. I have always believed that a smaller board 
is preferable to the old-style “come one, come all” 
approach. Bergeriscorrectin suggesting tllata smaller 
group can communicate more easily with management 
and among themselves, providing much more effective 
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and responsive oversight. As to heavy 
board equity ownership, I am in complete 
agreement. The cornerstone of my per- 
sonal mode) for strong corporate gover- 
nance has been director stock ownership. 

A director with a substantial equity posi- 
tion is much more proprietary in his or her approach to 
oversight than one with little or no slake in the enterprise. 
Equity ownership iiiign.s the director's interest with those of 
the organization and its shareholders, rather than manage- 
ment. and creates the kind of management monitoring vital 
to continued corporate success. 

SBtioos disagreement 

However, f have a serious disagreement with Berger'.s 
initial and most signtricant point, Berger argues that the 
board members' lack of classical Independence from man- 
agement should be no cause for concern in the emerging 
growth company. Service providers, consultams and ven- 
ture capital investors, because of their industry knowledge 
and expenise and despite their economic afftliation with 
managemeni. "provide important guidance and skills to a 
company that must move in Internet time. " Because the.se 
directors are also substantia) equity holders. Berger sug- 
gesr.s that they have the proper incentive to exercise effec- 
nve oversight and act in the shareholders' interest. 1 
disagree. Under traditional governance theory, the board 
.:cts as an uenve management monitor for .shareholder 
beneit!. It muse decide when to engage and when to 
terminate a management team and acts to provide support- 
ive management oversight in between these two points. 
Central to this active monitoring are the concepts of inde- 
pendence and equity, To fulfill their oversight responsibili- 
ties effectively, directors must be independent of 
management and holders of a personally meaningful equity 
stake in the enterprise, Independence is a critical element in 
meaningful monitoring. Independence, which involves the 
absence of any economic ties to management or the com- 
pany itself other than equity ownership, provides a director 
with the distance and objecllviiy nece.ssary to examine 
management action in the most effective manner. Eco- 
nomic relationships wUh management, including consult- 
ing. service provision or ocher arrangements, may cloud 
judgment and make it n^ore difficult to review management 
conduct objectively. A good distance from everyday opera- 
tions allows the kind of reflective review of management 


conduct chat public shareholders expect 
and is necessary to long-term corporate 
success. 

Involvement in day-to-day operations 
by non-independent directors has two 
problems. First, as previously discussed, 
linkage '"ith management makes oversight problematic. 
And second, the directors become, in effect, managers and 
may find it more difficult to challenge and reverse a nonpro- 
ductivecourse of conduct that they had a role in creating and 
implementing. It is always tough to examine objectively 
onc'.s own- conduct. This is no less true in corporate affairs 
rhan in everyday human activity. That is one reason for the 
very existence of a board — to provide objective review of 
management conduct to ensure the most productive course 
of action. Such review is crucial, nor only for protecting 
shareholder wealth, but also for stimulating effective 
managemenf. 

AccountabUlty and reeponslbUity 

The waichword.s arc accountability and responsibility, 
All of us must need to feel accountable to someone. The 
idea of responsibility to a watchful intermediary spurs 
thoughtful decision-making suidrefiection on management's 
pan. This cannot occur unless the intermediary is in fact 
independent of the examined party. This is why the concept 
of the independent board is socritical to modem governance 
theory. No matter whether a company is decades old and 
rooted in the “old economy.” or newly formed and growing 
exponentially in “new economy” ventures, inielligcnt and 
inspired ieadcrshipisacommon need. A watchful, independ- 
ent board promotes that kind of management. Despite the 
benefits some non-independent .■service providers may bring 
to the emerging growth enteqjrise board, their lack of 
independence Imposes a cost in terms of compromised 
oversight that no shareholdership can afford. 

8ui what about the heavy equity investment that we see 
represented on numerous “new-.stylc” boards? Can this 
alone act. as Berger argues, to create spirited oversight? 
Unfortunately not. Equity ownership provides the Incentive 
to monitor, but .standing alone docs not provide the proper 
objectivity to create effective oversight. It is independence 
that creates objectivity. That is why a modem governance 
theory demands both equity ownersliip and independence. 
Independent directors without equity ownership may be 


“It is always 
tough to 
examine 
objectively one’s 
own conduct.” 
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objecfive but have little incentive to engage in active over- 
sight. k is the equity ownership that provides the incentive 
to exercise that objectiviiy. Equity-holding directors who 
are not independent may have the incentive but lack the 
necessary objectivity. Independence and equity ownership, 
acting in tandem to reinforce one another, are the w^h- 
words of effective corporate governance. 

Despite the impas.sioned cry that “new eaionomy” com- 
panies deserve “new-style" governance — this new style, 
with its unfortunate reliance on non-independent boards, 
looks and feels a lot like the old-style corporate govemMcc 
of years past that brought investors multiple performance- 
related problems. Independent, equity -holding directors 
provide both old and new style corporations the kind of 
management oversight that inspires the good corporate 


results management, directors and shareholders desire and 
deserve. Qf 


Charles M. Elson holds the Edgar S. Woofard.Jr., Chair of 
Corporate Governance and is Director of the new Corpo- 
rate Governance Center at the University of Delaware 
(Directorship, Jane 2000). He is on leave from his profes- 
sorship at the Stetson Universiry College of Law in St. 
Petersburg, Florida. He is a director of Sunbeam Corpora- 
tion and Nuevo Energy Company. He is a Salvatori Fellow 
at the Heritage Foundation and of counsel to the Tampa law 
firm of Holland & Knight LLP. Mr. Elson has been a 
member of a number of National Association of Corporate 
Directors commissions, is a frequent contributor to Direc- 
torship ant/ £7r/rc/-^u6//cflrwrLs oeda governance 

issues. 
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The Bad Board 
Booby Trap 

Before vour company invests in a dot-com or other ^ 
high-tech venture, he warned: Too often, New Economy 
corporate boards are stacked with self-dealing 
members — and that can spell management disaster 

By Charles M. Elson 


W E ARE WITNESS- 
mg a dramatic wm- 
around in f>ie finan- 
cial forFVines of 
numerous emcrg- 
mg-growth, newly public technology 
companies. Spectacular marker capnal- 
'canons and indmdual forrunirs have 
ovsporated as blindingly fast as they 
were created 

Wrying explanations for [h:s startling 
'.urn of cvenLs have been offered, includ- 
ing poor business planning. fT,raiegy. and. 
execution But there is also a leas obvious 
culprit: New Economy companies’ 
’jniQue corporate governance structures. 
They can be sc deadly that, before a 
bn'ck and mortar company buys or 
invests in a New Economy company, 
legal counsel should vet the board. 

The chid cnceria for board member- 
ship should lx independence and equity 
Unfortunately, many New Economy 
companjes fail on both counts. Fiw. they 
are loaded with industry experts who do 
business with the company, second, Uieir 
directors often are compensated with 
options rather than stock 

It is a big problem when directors 


have dircci business dealings with the 
company Traditional companies tend to 
people ihctr hoards with officers of other 
companies, iinanciers, or academics. 

New Economy boards, in contrast, 
make board members out of the com- 
pany's own service providers, coTiSulunts. 
and venture capitalists. The argument Is 
that mdustry-spca/ic expertise makes 
such insiders indispensable as board 
members, and liiat iheir economic affili- 
ation with management is offset by dteir 
substantial equity holding.^, which inspire 
them to exercise effecuve oversight and 
act in rhe siifircholders' mierest. 

I disagree. Modem governance theory 
dictates that directors should not have 
financial relationships with the com]»ny 
be>wd their equity ownership. The board 
must Bcl as an active rrunagement rrxirJ- 
Cor for the bcndit of shareholders. U must 
decide when to engage and lermtnaic a 
management team. To do this, it must be 
completely mdependera of management. 

Instead, in New Economy compa- 
nies. directors arc mumately and seif- 
inicrestedly involved in day-to-day 
Operations, making them more man- 
agers than the overseers of managers. 



Their big equity investraents arc not 
enough of a counterbalance. 

Heavy director equity ownership can. 
be a good thing. The cornerstone of my 
modd. for strong corporate governance 
ha.s been director stock ownership. 
Directors wth substaneJai equity posi- 
tions are more proprietary in ihcir 
approach to oversight than ihosp wnJn 
little nr no stake in an eritcrpnse. Equity 
ownership aligns the directors interests 
with those of the organization and Us 
shareholders, rather than, with manage- ? 
ment. It therefore creates the kind of | 
management monitoring vital to con- p 
cinued corporate success, 5 
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In fact, Independent directors with* 
ou'L equay ownership tend ro be weak 
watchdogs; They may be objective, but 
'.hey have Huic incentive to actively 
oversee management. 

But New Economy directors tend (o 
be compen.sated in the company’s 
stock options. And this ts e big mis* 
lakt- They should receive the stock 
aself. The reason is simple: When a 
stock you own declines in price, you 
feci a real loss; with an option, the loss 
is just the loss of an expectancy. The 
Icey IS cornpensacing directors with 
something that gives them a real sense 
o! equity in the busiricss. 


Before a traditional compjny deades 
to invest in a dot-com or other New 
Economy venture, it is well advised to 
look at who sits on the board and how 
board members are compensated. If you 
don't like what you sec--.and you fnight 
not — there are choices, depending on 
the level of investment. If you're caking 
a minortiy stake, condiriort it on a new 
board. If you're buying the company 
outright, clean house yourself. 

While objeert'w governance boards 
may not have ensured the success of the 
now-failing dot-coms, they might have 
helped avert some of t he m.on: cretreme 
examples of New Economy meUdowns, 


Whether a company i.s decades old 
and rooted in the Old Economy, or 
newly formed and growing exponen* 
Pally m New Economy ventures, mtel- 
ligf.nl acid inspired leadership Is 
needed. Of course, good governance is 
not the cure-all for a poorly run or lll- 
conccivtd enterprise. Bur indcpcndcnr.. 
equity-holding directors will provide 
both old- and new-scyie corporations 
the kind of oversight that rnanagement, 
directors, and shareholders deserve. 


Charles M. Ehon fs the Edward S. 
Wonlard. Jr., pro/cssor of corpora^: gover- 
nance ar. r/ie f/niversity of Delaware. 





Kivin iVANICN (“Grab Those Bar- 
gams." page 64) is a partner in the Kirl<- 
larui Ellis corporate group sp>edaJizing 
in leveraged acquisitions and buyouts, 
and in venture capital fund fonnadons. 
He IS a tneniber of the Chicago firmh 
management committee. His clients 
include buyout and venture capital firms 
as well as equity investment advisers. 

Charles M. Elson 

(“The Bad Board Booby 
Trap," page 68) is a pro- 
fessor at the University of 
.Delaware. He also directs 
the university's Center for 
Corporate Governance. A fellow at the 
Heritage Foundation in Washington, 
D.C-, Elson is of counsel to Tampals 
Holland & Knight. He also serves on 



several boards, including Oicon Cor- 
poration in Santa Barbara. California, 
and Sunbeam Corporation in Boca 
Raton, Florida. 

HOU.T BiOUSM (“Sweat- 
ing Oui The Review,’’ page 
52) is a principal with Val- 
ues at Wjrk. a consulting 
firm based in Montclair, 
New Jersey A former liti- 
gator, she is a frequent concrUautor to 
Corporate Counset affiliates, including the 
New Vorfe Law Journal. 

Correction 

Due to an editor's error, the name of 
McDonalds Corporation's chief executive 
officer was misstated in "Don’t Manage, 
Lead!" (FebruaryJ. h is Jack Greenberg. 
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Permanent Subcommittee on Investigations 
Committee on Governmental Affairs 
United States Senate 

Statement by Michael H. Sutton 
May 7, 2002 


Chairman Levin. Senator Collins. Members of the Subcommittee. 

Thank you for inviting me to share my thoughts on the corporate governance and 
accounting issues raised by the failure of Enron. 

First, let me comment briefly on my background and experience. I was Chief Accountant of 
the Securities and Exchange Commission from June 1995 to J;uiuary 1998. Prior to holding 
that office, I was a senior partner in the fimi of Deloitte & Touche, responsible for 
developing and implementing firm policy relating to accounting and auditing, and practice 
before the SEC. My career v.dth Deloitte & Touche spanned from 196.5 to 1995. As a 
retired partner, I receive a fixed retirement benefit from that firm. Presently, I undertake 
from time to time independent consulting and other assignments in the field of accounring 
and auditing regulation and related professional issues. 

Effective oversight by boards of directors is at the heart of the financial reporting processes 
that serve and protect the interests of investors and the public. Without effective oversight, 
important checks on the integrity, judgment, and performance of management are 
compromised. Without effective oversight, critical safeguards of the rigor and objectivity of 
the independent audit are weakened. As we have seen in the case of Enron, failure.s of the 
corporate governance processes can be devastating, and the investing public, rightly .so, is 
asking, “Can we rely on corporate governance processes - oversight by boards of directors 
and audit committees - to ride herd on management and see to it that auditors do their 
jobs?” 

Today, you are examining the questions raised by Enron in a search for meaningful 
remedies. We would like to believe that Enron is an anoraab' - that the governance issues 
raised are isolated to this case, but they are not. While Enron has become a “poster child” 
for a sj'stem out of control, the underlying concerns about the diligence of boards of 
directors and audit committees reach far more broadh' into our corporate and capital market 
culture. 

To help put the search for reform in perspective, I offer some essential views that I think all 
can agree on. 

■ First, I think all will agree that our capital market syvtem is a national treasure. It is 
vital to the success of the economy. Indeed, our exceptional standard of living 
depends on its vitality. 
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• Accordingly, we all share a compelling common interest in assuring the strength and 
liquidity of our capital markets. 

■ This compelling common interest must shape our policy goals and guide our 
thinking as we search for solutions. 

■ Finally, the most critical, yet intangible, ingredient of a successful capital market 
system is the confidence of investors that the maiiets are fair - confidence that the 
information they depend on is trustworthy - confidence that they can make 
informed decisions and will not be misled. 

As we look at the issues today, it should be abundantly clear that there is no higher goal for 
financial reporting than providing useful and reliable information that promotes informed 
investment decisions and confidence in the system. It also should be abundantly clear that, 
without diligent, probing directors and audit committees and dispassionate independent 
auditors, the quality of financial reporting can be, and will be, systematically undermined. 
Without adequate checks that must come from effective governance, conflicts of interest 
can, and will, go unchallenged. 

One of the most practical and effective steps in refomiing the financial reporting s)^stem 
would be to immediately revisit and rewrite our corporate governance policies and guidelines 
to clearly break the bonds between management and the independent auditor, and to 
unmistakably spell out the responsibilities of boards of directors and audit committees to 
shareholders and the investing public. Management should be the subjea of, not the 
manager of, the independent audit relationship and process. The ultimate responsibility for 
full and fair disclosure to shareholders, and the direct responsibility for the independent 
audit relationship and the quahty of the audit process, should be clearly fixed with the board 
of directors and its audit committee. The audit committee should be made up entirely of 
independent directors. 

As we consider reforms, it is important to keep in mind that investor confidence is 
influenced by both the fact and the appearance of the independence of the auditor. At the 
end of the day, governance of the financial reporting process should provide comfort to the 
investing public that the financial statements they receive have been subjected to an effective 
and truly independent audit. 

For independent auditors, I believe that a brighter future begins with full acknowledgement 
of the reality that seems so clear today. Failures in our financial repoitii^ system are more 
than aberrations. They seriously undermine investor confidence in the institutions that are 
supposed to protect them. They “poison the well.” 

Pleas that the vast majority of financial reports are sound, that most audits are effective, and 
that failures are few miss the point. In capital markets, a single financial reporting failure can 
be a disaster in which losses can wipe out decades of hard work, planning, and saving. In 
that context, debates about how' many failures can be tolerated are not only not productive, 
the>' are nonsense. 
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To restore and maintain confidence in the independent audit, I believe that the auditing 
profession wUl need to do three things: 

■ First, it will have to embrace a role that is fully consistent with high public 
expectations. In public capital markets, insiders have an advantage over public 
investors, and in that arena independent auditors are expected to balance the scales 
by assuring investors that financial reporting gives them a fair presentation of the 
economic realities of the business. 

• Second, the auditing profession will have to tackle fraudulent financial reportir^ as a 
distina issue, with a distinct goal - zero tolerance. We understand that, in life, "zero 
defects" are almost never realized. Nevertheless, the public expects that the 
profession will pursue that end. 

• Third, it will have to accept and support necessary reguiatorj^ processes that give 
comfort to the public that the profession is doing all that it can do to prevent fuaire 
episodes of failed financial reporting. 

Regulatory processes that will build confidence in the auditing profession will be trul)' 
independent; they wfiU be open; they will actively er^age, inform, and involve the pubhc; they 
W'ill be adequately resourced and empowered to accomplish their mission; and they will be 
adaptable to changing conditions. 

Witli respea to accounting standards, we simply can’t tolerate financial reporting that “hides 
the ball.” And, we can’t tolerate processes that are not responsive to critical financial 
reporting needs. Current nJes for accounting for SPEs, for example, are nonsensical - they 
can only be explained by accountants to accountants. More broadly, outdated rules 
governing consolidation and off-balance-sheet financing have become recipes for masking a 
company’s true economic risks and obligations. We have a right to insist that accounting 
standards clearly reflect the underlying economics of transactions and events. And, it is not 
acceptable to sit by while market innovations outstrip the development of needed guidance. 

Criticism of US standards is beginning to focus on the fact that they have become 
increasingly detailed, and arguments have been made that they should be broader statements 
of principle, applied with good judgment and respect for economic substance. I have 
s)>mpathy for the desire to break the cycle of the mind-numbingly complex accounting rules 
that have become the norm, but to do that I think we have to confront realistically the 
reasons why our standards have evolved the way they have. 

Here are some of the underlying pressures at w'ork: 

• Business managers want standards that provide the greatest flexibility and room for 
judgment. They want to be able to manage reported results, but yet be able to point 
to a standard that assures the public that they are following the rules. 

■ Dealmakers and financial intermediaries want standards that permit structuring 
transactions to achieve desired accounting results - results that could obscure the 
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underlying economics. In that world, creative transaction structures arc valuable 
commodities. 

■ Auditors are pressured to support standards that their clients will nor take issue with, 
and the)’ often ai'e restrained in their expeaed support for reporting that is in the 
best interests of investors and the public. 

■ Others, including some legislators, too often lose sight of the fundamental 
importance of an independent and neutral staiidards-setting process. Without 
independence and neutrality, standards setters cannot effectively withstand the 
ntyTiad of constiment pressures that it inevitably will face and make the tough 
decisions that inevitably are required. 

■ And then, standards setters too often seem to puli their punches - perhaps because 
of a perceived threat to the viability of private sector standards setting - perhaps 
because of the sometimes withering strain of managing controversial change - 
perhaps because of a loss of focus on mission and concepts that should guide their 
actions. 

As we re-examine our processes, the issue and debate should not be about whether 
accounting standards should be detailed or broad, but rather about what formulation of 
standards and standards-setting approaches best accomplish the goal of providing capital 
markets with reliable and decision-useful financial Information. 

We need to re-cnergize our standards-seuing processes and the commitment of capital 
market participants to support a fully effective, independent standards setter. We should 
provide independent funding for the FASB - funding that does not depend on contributions 
frotn constituents that have a stake in the process. We also need a more independent 
governance process to replace the current foundation board. The leadership for these 
changes should come from visionaries of unquestioned objeciiviiy and demonstrated 
commitment to the goals of financial reporting and the public interest. 

At the outset, I suggested that the common interest in preserv'ing and maintaining healthy 
capital markets far outweighs the concerns or goals of any particiJar group or special 
interest. We have to keep focusing on that fundamenial tenet and on the goal (T assuring 
that confidence in onr capital markets is preserved and that confidence in our financial 
reporting and disclosure system is restored. Only a continuing commitment to that goal will 
guarantee that we continue to enjoy the best capital markets in the world. 

Thank you again for invitmg me. 1 would be pleased to respond to your questions. 
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REMARKS ON CORPORATE GOVERNANCE TO THE U.S. 
SENATE PERMANENT SUBCOMMITTEE ON INVESTIGATIONS 
MAY 7, 2002 

ROBERT H. CAMPBELL RETIRED CHAIRMAN / CEO SUNOCO INC. 


Good morning ladies and gentlemen. My name is Robert Campbeii. I am 
the retired Chairman and Chief Executive Officer of Sunoco Inc. and I would like to 
thank you for the opportunity to testify before this committee today. The primary 
role of the outside director in protecting the interest of the shareholders has always 
been important in the past, but it is a national imperative today if we arc to restore 
the confidence of investors in publicly held companies. 

I would like to begin this morning by making two points clear. First of all, 
any remarks I make are my personal beliefs and do not necessarily reflect the beliefs 
of the corporations on whose boards I have served or am currently serving. And 
secondly, you need to understand that ray knowledge of Enron and its directors and 
.Arthur Anderson and its partners is limited to what I have read in the print media 
or seen on television. I have no direct knowledge of what has taken place within 
those organizations. 

For your information my active business career spanned a 40 year time 
period from mid 1960 until June 2000. The entire career was spent with one 
company (Sun Oil Company - Sunoco) or its subsidiaries. In 1991, 1 was named 
President and CEO, and in 1992, 1 was named Chairman of the Board of Directors. 

I held the Chairman / CEO positions until I retired in June of 2000. 

In your letter of invitation to me, you asked that I comment on whether I 
thought the governance problems exposed in the Enron matter are unique, or 
representative of most U.S. publicly traded companies. My answer is that I 
certainly do not believe that the alleged behavior is representative of boards of 
directors in the U.S. today. In addition to Sunoco, I have been or am currently a 
director of CoreStates Bank (before its acquisition), Hershey Foods, CIGNA Inc., 
Pew Charitable Trusts, and Rocky Mountain Institute, plus numerous civic and non 
profit boards. During those 15 years I liave come to know probably more than a 
hundred directors, and can state from personal experience that the allegations I 
have read in the print media and seen on television are not even remotely similar to 
the director experiences 1 have had. 

Possibly the best way to explain the type of board governance I am 
accustomed to is to cite some of the practices instituted at Sunoco. The list of 
governance practices of that corporation spans four typed pages, and you’ll be 
happy to know that I have no intention of reading them this morning - but have 
instead submitted them as an attachment to my remarks for your information. 
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However, let me highlight some of the practices that we may want to discuss 
further in today’s meeting: 

At Sunoco, the Board consists entirely of independent outside directors 
except for the CEO / President. The directors have no consulting contracts, have a 
mandatory retirement age, but no company retirement plan. In addition, more than 
half of a directors compensation is in the form of company stock or stock 
equivalents, and a set of Directors Stock Ownership Guidelines has been instituted. 

Each director is elected annually for a one year term, and the company has a 
confidential voting process in place for shareholders. The directors arc also 
expected so sign off annually on Code of Ethics and Conflict Of Interest statements. 

An extended meeting of all “outside directors” is held annually without the 
Chairman / CEO present. The purpose of this meeting is a thorough examination of 
the CEO’s performance and the surfacing of any issues or concerns that outside 
directors may have about corporate performance or direction. The results of this 
meeting are then fed back to the CEO by the entire Board in a follow-up meeting. 

A meaningful and in depth review of the performance of each Director is 
held annually by a governance committee of the board, and one-on-one feedback is 
given to the Director on the results of the review. In addition there is a tabulated 
periodic evaluation by all directors of the “board as a whole”, with suggestions for 
improvement given to the CEO / Chairman. 

There is the recognition that the external auditors work WITH management, 
but work FOR the Audit Committee. Approximately 7 years ago at Sunoco we 
decided to ask the “big 5” auditing firms (including our current firm) to submit a 
proposal for our external auditing work. After reviewing the proposals we decided 
to change our external auditors. The firm we replaced had been with the company 
more than 80 years - almost since its formation. Incidentally we found that the 
change process was not overly disruptive or expensive, and we were very happy with 
the effect on the corporation of bringing in the new outside auditors. 

I could go on and list more of the many practices in place, but I expect by 
now you understand the seriousness with which this subject has been approached at 
Sunoco. And I might add that virtually all of these practices have been in place for 
almost a decade — long before board governance became the popular subject it is 
today. Sunoco’s approach to governance resulted in several instances of external 
recognition, and culminated in the Board of Directors receiving the 1999 national 
“Board Excellence” award from Spencer Stuart (an international executive search 
firm) and from the Wharton School of Business of the University of Pennsylvania. 
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Also in your letter of invitation to me you asked if I might have any 
recommendations for new legislative or regulatory reforms. I will confess up front 
that my business career has conditioned me to seldom seek more legislation or 
regulation from government. However I do believe that the current situation calls 
for strong action on the part of someone, and I would suggest four areas of focus. 

First I believe there needs to be more complete and understandable annual 
disclosure of the relationship between a director and the corporation. The typical 
corporate proxy today, issued prior to the annual meeting and the election of 
directors, gives a very brief description of the director standing for election. I would 
like to see a much more complete description, on one page, of each directors 
relationship with that corporation including not only the total compensation 
received (in whatever form it may take - cash, stock, benefits or perqs) but also any 
consulting or employment contracts for them or their relatives ... any business 
relationship between their company and the subject company (are they a significant 
supplier or customer)? ... what are their financial holdings in the company they 
serve as director (stock, stock equivalents, options, bonds, other forms of debt, 
loans, etc.?). 1 realize that some of this information is disclosed in other documents, 
however bringing all of it together annually in one place, in an easily read format 
will help insure complete disclosure. 

My second suggestion is that an annual meeting of outside directors (no CEO 
or other member of management present) be made mandatory - not just a good 
practice. And that it be followed with an extensive feed-back session with the CEO / 
Chairman. I have found it to be of tremendous value to both the CEO and the 
outside directors in surfacing issues early while they can still be dealt with 
constructively. 

Next, I believe that consideration should be given to limiting the number of 
years an outside auditor can serve a corporation. The need for “a different set of 
eyes” is currently recognized by the existing requirement that the partner in charge 
be rotated every seven years. However, bringing in a new lead partner from the 
same firm to work with the existing team from that firm is inadequate in my 
opinion, f’m certain this requirement would be seen as unnecessarily disruptive and 
expensive by most corporations today. But if an outside auditing firm knew that ten 
years from now a competing auditing firm would be looking over and commenting 
on their work, a whole new dynamic would be introduced in the current process. 

Finally, since good corporate governance is a constantly evolving process, it 
would be difficult to legislate or regulate with too much specificity'. What is viewed 
as “good” this year may not be viewed as “adequate” in future years. Boards need 
to institute a continuous governance review process, and f believe it would be 
helpful if the following were required by regulators: 
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1. Corporations should be required to put their current governance 
practices in writing, and publish them annually in their proxy statements. In that 
manner it would be clear to all shareholders how their corporation is governed. 

2. A board committee shonid be identified and held responsible for 
reviewing and updating a corporation’s governance practices, similar to the way th 
audit and compensation committees currently have certain regulatoiy duties. 


One of Sunoco’s current directors (Rosemarie Greco) recently published in 
the January 2002 edition of National Corporate Directors Monthly an excellent 
description of a process which a corporation can use to institutionalize “best” 
governance practices. I strongly recommend you review her offering. For it is only 
when the governance process is institutionalized that it will continue over time. 

Again, thank you for your invitation to be here today, and I will be happy to 
try to answer your questions. 


Robert H. Campbell 
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STATEMENT ON CORPORATE GOVERNANCE 


The corporate governance standards established by the Board provide a structure within 
which directors and management can effectively pursue Sunoco’s objectives for the benefit 
of its shareholders. Sunoco's business is managed under the direction of the Board of 
Directors. The Board delegates the conduct of business to Sunoco’s senior management 
team. The principal functions of the Board are to; 


Evaluate the Chief Executive Officer: The ongoing evaluation of the CEO is 

accomplished through the following process: 

♦ The Chief Executive Officer meets with the Compensation Committee to develop 
appropriate goals and objectives tor the next year, which are then discussed with the 
entire Board. 

♦ At year end, the Compensation Committee, with input from the Board, evaluates the 
performance of the Chief Executive Officer in meeting those goals and objectives. 

♦ This evaluation is communicated to the Chief Executive Officer at an executive 
session of the Board. 

« The Compensation Committee uses this evaluation in determining the Chief 
Executive Officer's compensation. 


Review and Approve Sunoco’s Strategic Direction and Annual Operating Plan, and 

Monitor Sunoco's Performance; 

♦ Annually, the outside directors meet with the Chief Executive Officer to discuss the 
overall performance and direction of the Company. 

♦ Following that discussion, the outside directors meet independently, at a meeting 
which is chaired by the Chairperson of the Governance Committee, to evaluate 
Sunoco’s performance and direction. 

♦ This evaluation is communicated to the Chief Executive Officer at an executive 
session of the Board. 

♦ The Board stays abreast of political, regulatory and economic trends and 
developments That may impact Sunoco’s strategic direction. 

♦ Each year, the Board and management participate in a two-day off-site meeting at 
which major long-term strategies and financial and other objectives and plans are 
discussed and approved. 
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♦ Annually, the Board rs'/iews and approves a three year strategic plan, yearly goals 
and an operating plan for the Company. 

♦ On an ongoing basis during the year, the Board monitors Sunoco's performance 
against its annua) operating plan and against the performance of its peers. 


Review Management Performance and Compensation: 

• The Compensation Committee reviews and approves the Chief Executive Officer’s 
evaluation of the top management team on an annual basis. 

• The Board (largely through the Compensation Committee) evaluates the 
compensation plans for senior management and other employees to. ensure they are 
appropriate, competitive and properly reflect Sunoco's objectives and performance. 


Review Management Succession Planning; 

• The. Board plans for succession to the position of Chairman of the Board and CEC 
as well as certain other senior management positions, 

• To assist the Board, the Chairman and CEO annually provides the Governance 
Committee with an assessment of senior managers and their potential to succeed 
him. 

• He also provides the Governance Committee with an assessment of persons 
considered potential successors to certain senior management positions. 

• The results of these reviews are reported to and discussed with the Board 


Advise and Counsel Management; 

♦ Advice and counsel to management occurs both through formal Board and 
Committee meetings and through informal, individual director's contacts with the 
Chief Executive Officer and other members of management. 

♦ The Board is composed of individuals whose knowledge, background, experience 
and judgment are valuable to the Company. 

♦ The information needed for the Board's decision-making generally will be found 
within Sunoco, and Board members have full access to management, 

♦ On occasion, the Board may seek legal or other expert advice from a source 
independent of management, and generally this is done with the knowledge and 
concurrence of the Chief Executive Officer. 
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Review Structure and Operations of the Board: The Governance Committee 
periodically reviews the Board's structure, operations, and need for new members and 
reports the result of this review to the Board for its approval. The Board observes the 
following general practices; 

« Selection and Evaluation of Board Candidates: When searching for new 
nominees, the Board selects candidates based on their character, judgment, and 
business experience, as well as their ability to add to the Board’s existing strengths. 
The Governance Committee evaluates the performance of individual directors on an 
annual basis and this evaluation provides the basis far the Board’s recommendation 
of a slate of directors to the shareholders, 

♦ Board Structure: 

Each director is elected annually by shareholders for a one-year term. 

>- The Board consists entirely of independent outside directors except for the Chief 
Executive Officer. None of the directors has a consulting contract with Sunoco. 

x- As a general rule, director-nominees are required to own at least S2,000 worth of 
Sunoco common stock prior to standing for election as a director. 

>• Periodically, the full Board conducts an assessment of how it is functioning as a 
whole so that it may continuously improve its pertormance. 

The mandatory retirement age for directors is 72. 

>- An outside director must tender his or her resignation for consideration by the 
Governance Committee if the position he or she held at the time of election 
changes. 

>- As a general rule, It Is the Board's expectation that when officer directors leave 
their Company positions, they will no longer serve on the Board, 

>- New directors must participate in an orientation process that includes reviewing 
extensive materials regarding Sunoco’s business and operations, visits to Sunoco 
facilities and meetings with key personnel. As part of this process, new directors 
attend meetings of all the Board’s committees to acquaint them with the work and 
operations of each. After this orientation, new Board members are given regular 
committee assignments. 

* Board Operations and Meetings: 

>- Sunoco’s Board usually meets seven times per year in regularly scheduled 
meetings but meets more often it necessary. 
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s* While the Board believes that a carefully planned agenda is important tor 
effective Board meetings, the agenda is flexible enough to accommodate 
unexpected developments. The items on the agenda are typically determined by 
the Chairperson in consultation with the Board. Any director may request that an 
item be included on the agenda. 

X- Generally, Board members receive information well in advance of Board 
meetings so they will have an opportunity to prepare for discussion of the items 
at the meeting. Information is provided from a variety of sources, including 
management reports, a comparison of performance to operating and financial 
plans, reports on Sunoco's stock performance and operations prepared by third 
parties, and articles in various business publications. In many cases, significant 
items requiring Board approval may be reviewed in one or more meetings and 
voted upon in subsequent meetings, with the intervening time being used for 
clarification and discussion of relevant issues. 

3=- At Board meetings, ample lime is scheduled to assure full discussion of important 
matters. Management presentations are scheduled to permit a substantial 
proportion of Board meeting time to be available for discussion and comments. 

Committee Structure: The full Board considers all major decisions of the 
Company. However, the Board has established the following five standing 
committees, each of which is composed entirely of outside directors, except for the 
Executive Committee, so that certain important areas can be addressed in more 
depth than may be possible in a full Board meeting: 

5- The Audit Committee oversees Sunoco’s accounting processes and reporting 
systems and the adequacy of internal controls, reviews and approves Sunoco's 
financial disclosures, and evaluates the performance and recommends the 
appointment of independent auditors. This Committee is responsible for preparing 
and issuing the Audit Committee Report published in this proxy statement. This 
Committee, along with the Board, is responsible for reviewing and updating the 
Audit Committee Charter. 

The Qovemance Committee reviews the role, composition, and structure of the 
Board and its committees as well as directors’ compensation. It also reviews and 
evaluates Board members in determining the annual directors’ slate and identifies 
new director nominees. This Committee reviews the CEO’s recommendations of 
potential successors, as well as potential successors to other senior management 
positions. This Committee, along with the Board, is responsible for reviewing and 
updating Sunoco’s Statement on Corporate Governance published in this proxy 
statement. 
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DRAFT 

^^NXJTES 

MEETING OF THE AUDIT AND COMPLIANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
ENRON CORP. 

FEBRUARY 7, 1999 


Minutes of a meeting of the Audit and Compliance Committee 
("Committee”) of the Board of Directors of Enron Cotp. ("Company"), noticed to 
begin at 3;30 p.m., but actually begun at 3:50 p.m., G.M.T., on February 7, 1999, 
at the Four Seasons Hotel in London, England. 

All of the Committee members were present, as follows; 

Dr. Robert K. Jaedicke, Chairman 

Mr. Ronnie C. Chan 

Mr. Joe H. Fov 

Dr. Wendy L. Gramm 

Lord John Wakeham 

Directors Kenneth L. Lay and Jeffiey K. Skilling, Messrs. Richard B. Buy, 
Robert H. Butts, Richard A. Causey, and James V. Derrick, Jr., and Mesdames 
Rebecca C. Carter and Peggy B. Menchaca, all of the Company or affiliates 
thereof, and Messrs. Thomas H. Bauer, David Duncan, D. Stephen Goddard, and 
Douglas King, all of Arthur Andersen LLP (“Arthur Andersen”), also attended the 
meeting. 

The Chairman, Dr. Jaedicke, presided at the meeting, and the Secretaiy, Ms. 
Menchaca, recorded the proceedings. 

Dr. Jaedicke called the .a. — lag to order and--.iOtoJ -Ihst ™Lates of the 
meeting of the Committee held on December 7, 1998, had been distributed to 
members of the Committee, and he. called for comments, additions, or corrections. 
There being none, it was the consensus of the Committee that the minutes of the 
meeting of the Committee held on December 7, 1998, be approved as distributed. 

Mr. Duncan introduced Mr. King, the partner in charge of Artfiur 
Andersen’s London office, and then began the 1998 financial and internal controls 
audit update. He discussed the timing of work performed in 1998, and he stated 
that Arthur Andersen would submit an unqualified financial statement opinion as a 
result of its 1998 audit and that there would be no significant audit adjustments or 
new accounting policies or changes. He added that no modification was required, 
in Arthur Andersen’s opinion, in either management’s judgments on accounting 
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estimates or results of reviews of interim financiai Information. He then presented 
an update of the 1998 internal audit and the status of the Company's internal 
controls. 

Mr. Duncan reviewed selected observations by Arthur Andersen includins a 
risk profile analysis of accounting judgments, disclosure judgments, and rule 
changes. He was joined in the discussion by Mr. Bauer. 

Mr. Causey began the report on the 1999 Internal Control Audit Plan and 
discussed key business trends in business risk assessment. Mr. Duncan presented 
an assessment of the likelihood and significance of high risk in the Company’s 
operations and strategies and pointed out key risk changes from prior years. Mr. 
Causey discussed areas of emphasis for management and for Arthur Andenen in 
1999. Mr. Duncan reviewed the planned work effort on controls by business risk 
area. A copy of Arthur Andersen's 1999 Internal Control .Audit Plan is filed with 
the records of the meeting. Following a brief discussion, upon motion duly made 
by Dr. Gramm, seconded by Mr. Foy, and carried, the 1999 Internal Control Audit 
Plan was approved by the Committee. 

Mr. Butts distributed a copy of the 1998 Financial Statements, marked 
"Draft, 2/4/99,” a copy of which is filed with the records of the meeting. He 
pointed out differences from the previous year in the financials, including the Year 
2000 disclosure and accounting for derivatives. He stated that accounting 
pronouncements that had not been enacted were not acted upon by management. 
A thorough discussion ensued and management answered questions from the 
Committee members. Representatives from Arthur Andersen noted that it was 
comfortable with the 1998 Financial Statements. Following the discussion, it was 
the consensus of the Committee that the 1998 Financial Statements be approved 
substantially in the form presented to and discussed at the meeting for inclusion in 
the 1998 Annual Report to Shareholders and the 1998 Annual Report on Form 10- 
K to '■e ”'"d wi'h the Seci'-’'^s fv' Exc'-^'-ge Commission (“SEC”). 


Mr. Causey distributed and led a discussjon concerning the significant 
reserves included in the 1998 financial statements, a copy of which is filed with 
the records of the meeting. 

Mr. Derrick reported in detail on and answered questions related to legal 
matters included in the 1998 financial statements to be disclosed in the 1998 
Annual Report on Form 10-K to be filed with the SEC. 

Dr. Jaedicke directed the attention of the Committee to the annual report on 
the taxable value of corporate aircraft use by officers and directors during 1998. 
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He noted that the information was presented to the Committee each year as an 
informational item, and a copy is filed with the records of the meeting. 

Mr. Buy presented a credit and market risk update. He discussed the top 25 
trade credit exposures, the Company’s risk profile, and limit violations. He 
distributed and discussed a stress test analysis on trading portfolios. 

Mr. Causey reported to the Committee on a power outage at the Enron 
Building due to a power surge on the system. 

All non-Committee members were excused from the meeting, with the 
e.xception of Ms. Menchaca. During the executive session, Mr. Duncan indicated 
there were no areas of significant concern. 

Following the e.xecutive session, all representatives of Arthur Andersen left 
the meeting. 

Dr. Jaedicke noted that it would be in order to approve Arthur Andersen as 
the Company’s independent accountants for 1999. Following discussion, upon 
motion duly made by Lord Wakeham, seconded by Dr. Gramm, and carried, the 
appointment of Arthur Andersen as the Company’s independent public 
accountants for 1999 was approved by the Committee for recommendation to the 
Board of Directors. 

There being no further business to come before the Committee, the meeting 
was adjourned at 5:25 p.m., G.M.T. 


Secretary 


APFROVED: 


Chairman 

|rfjm\minuiesM799a.d« 
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David Duncan of Andersen 
to Enron Audit Committee 
(Feb. 7, 1999) 


“Obviously, we are on board with all of 
these, but many push limits and have a high 
‘others could have a different view’ risk profile," 


-SPAS 1 25 Securitizations 
-Fair Vaiue Merchant investments 
-Purchase Accounting 
-Off-Baiance Sheet Equity Investments 
-Contingent Equity Funding Vehicles 
-Other Portfolio Monetizations 
-Other Structured Transactions 
-Prudency/Other Reserves 
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ARNOLD & PORTER 


ScQTt B- Schf^tber 

ScQtL.Schr8ib«!@apoitar.cam 
202.942.5672 
202.94ZSS9S Fa* 

555 Twelfth SrreeT, NW 
Washington, DC 20004-1206 


May2,20Q2 


VTA FaCSIMH^E 

Ms. Elise Bean 
United St^es Senate 

Permanent Snbconunittce on Investigations 
Commitreie on Goveramental Affairs 
199 Russell Senate Office Building 
Washington, D,C. 20510 

Dear Ms. Bean; 


As yo-Q requested, on behalf of Tom Bauer, a partner in Arthur Andersen, I am 
respon ding to youT inquiries as set forth in your attached request. 

To the best of Mr. Bauer’s knowledge, the handwriting on the document bearing 
production #014630 is the handwriting of David Duncan. It reflects what Mr. Duncan 
and others discussed at an Enron Audit Committee meeting held on February 7, 1999 at 
the Four Seasons Hotel in London. England. The handwritten notes, Mr. Bauer believes, 
were Mr. Duncan''s talking points. The risk profile of Enron as reflected in the docum^t 
was discussed at that meeting with and among fee members of the Audit Committee and 
the representatives of the Company who attended. The Andersen representatives 
expressed their views with respect to a risk profile analysis of fee Company’s accounting 
judgments, disclosure judgments and rale changes as reflected ca -docus^t na? 0-14630; 
Company management also participated in this discussion. Certam risk areas were 
described as “pushing fee limits”, as reflected in Mr. Duncan’s notes, or as being “at the 
"edge." 


SBS/jab 

Attachment 



Washington, DC 
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DRAFT 


MINUTES 

MEETING OF THE AUDIT AND COMPLIANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
ENRON CORP. 

MAY 1, 2000 


Minutes of a meeting of the Audit and Compliance Committee 
(''Committee") of the Board of Directors of Enron Corp. ("Company"), noticed to 
begin at 2:00 p.m. C.D.T., on May I, 2000, but actually begun at 2:05 p.m., 
C.D.T., on May 1, 2000 at the Enron Building in Houston, Texas. 

The following Committee members were present constituting a quorum; 

Dr. Robert K. Jaedicke, Chairman 

Mr. Joe H. Foy 

Dr. Wendy L. Gramm 

Dr. John Mendelsohn 

Lord John Wakeham 

Committee members Ronnie C. Chan and Paulo Feiraz Pereira were absent 
from the meeting. Directors John H. Duncan, Kenneth L. Lay, Charles A. 
LeMaistre, and Jeffrey K. Skilling, Messrs. Robert H. Butts, Richard B. Buy, 
Richard A. Causey, James V. Derrick, Jr., Theodore R. Murphy, and Joseph W. 
Sutton, and Ms. Rebecca C. Carter, all of the Company or afBliates thereof, and 
Messrs. Thomas H. Bauer, David B. Duncan, and D. Stephen Goddard, all of 
Arthur Andeisen LLP (“AA”), also attended the meeting. 

The Chairman, Dr. Jaedicke, presided at the meeting, and the Secretary, Ms. 
Carter, recorded the proceedings. 

Dr. Jaedicke called the meeting to order, noted that a draft of the minutes of 
the meeting of the Committee held on February 7, 2000 had been distributed to 
members of the Committee, and called for comments, additions, or corrections. 
There being none, upon motion duly made by Mr. Foy, seconded by Dr. Gramm, 
and carried, the minutes of the meeting of the Committee held February 7, 2000 
were approved as distributed. Dr. Jaedicke called upon Messrs. Causey and 
Duncan to begin their presentation, a copy of which is filed with the records of the 
meeting. 
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Mr. Duncan discussed the financial repotting areas that AA had determined 
to be high priorities due to inherent risks that were present. He stated that the 
ongoing high priority areas included structured transactions, the merchant 
portfolio, commodity trading activities, project development activities, and 
intercompany and related party transactions. He also commented on specific areas 
where AA would be spending additional time including the following: 1) the 
formalization of accounting models, policies, and procedures relating to Enron 
Energy Services, LLC (“EES”), Enron Broadband Services, Inc. (“EBS”), Enron 
Networks, and the Company’s activities in Japan, 2) structured transactions 
related to securitizations and syndication and hedging vehicles, and 3) analyzing 
the impact of rulemaking activity specifically as it relates to the Company. Mr. 
Causey joined him in a discussion of the interpretation of previously issued 
Financial Accounting Standards Board pronouncements, especially as they related 
to the Company and its customers, 

Mr, Duncan then distributed a handout entitled Financial Reporting & 
Accounting Principles, a copy of which is filed with the records of the minutes. 
He noted that the handout addressed the American Institute of Certified Public 
Accountants’ suggested topics for expanded qualitative discussions between 
outside auditors and companies’ Audit Committees. He stated that, in AA’s 
opinion, they were already addressing all of the topics with the Committee and AA 
would address any specific items on an ongoing basis as necessary. He then 
discussed AA’s selected observations for the first quarter including the impact of 
EnronOnline on the Company’s trading activities, the narrowing of valuation 
parameters for U.S. gas and power positions due to increased liquidity in the 
markets, certain structured investment vehicles set up by the Company, and the 
instigation of separate reporting for EBS. He noted that AA had determined that 
there were two potential immaterial audit adjustments in the first quarter that were 
still being considered. 

Mr. Causey discussed significant current activities relating to the 
Company’s business risk management analysis. He noted that AA and the 
Company had substantially completed a joint rgview of the trading controls in 
remote locations and that no significant issues had been discovered. He 
commented on two projects undertaken by the Risk Assessment and Control 
Group (“RAC”): a review of the EES portfolio and a foreign currency risk 
management project He noted that the Information Technology Group was 
performing a compliance review of EnronOnline and he discussed the 
implementation date for SAP software in the international regions, EBS, Enron 
North America Corp;, EES, and the Gas Pipeline Group. 

Mr. Duncan then began a report on AA’s fees for audit and other services 
provided to the Company. He detailed the expenses related to the baseline audit, 
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expanded accounting, auditing, and risk management services, and other services 
provided by AA.. He noted that AA had five full-time partners and 80-100 
professionals in Houston who were focused on providing services to the Company. 

Dr. Jaedicke then called upon Mr. Buy for an update on credit and market 
risk. Mr. Buy began the presentation by discussing the impact on the Company’s 
credit and market risks of the increase in trading related to EnronOnline and noted 
that the Company was better able to monitor transactions conducted online. He 
then called upon Mr. Murphy to discuss the Company’s market risk. A copy of 
Mr. Murphy’s presentation is filed with the records of the meeting. Mr. Murphy 
reviewed the first quarter profit and toss and value-at-risk (“VAR”) by commodity 
group and discussed the impact of a significant decline in United Kingdom 
(“U.K.”) electricity prices during the quarter. He discussed the returns each 
commodity group had earned compared to the VAR it had taken, gave an overview 
of the VAR backtesting, and noted that the increases in VAR during the quarter 
were primarily related to increases in the U.S. gas VAR and the U.K. gas and 
power VAR. He discussed exposures under a “worst case” scenario of 5%-25% 
shifts in commodity prices and noted that the sale of the Sutton Bridge assets 
earlier in the year had significantly increased the Company’s exposure to the U.K. 
power markets. Mr. Lay noted that the U.K. government had recently announced 
its intention to lift the ban later in the year on new gas-fired generation and that 
this would have a positive impact on the Company’s ability to develop new power 
projects in the U.K. 

Mr. Murphy then reviewed loss notifications for the first quarter and noted 
that the notifications in the financial trading portfolio were due to a disconnect in 
the equity markets earlier in the year and that it took the Company some time to 
unwind its positions. He then discussed the Company’s VAR as a percentage of 
matket capitalization and of net income and compared the Company’s percentages 
to those of certain other companies in the industry. He noted that the Company’s 
percentages were high because it marked-to-maricet a significantly larger number 
of its contracts than most of the other companies presented and the Company was 
the largest gas and power marketer in the U.S. 

Mr. Murphy then presented proposed changes to the Enron Corp. Risk 
Management Policy (“the Policy”). He discussed certain proposed limit increases 
to existing commodity groups within the Policy, including Equity Trading, 
Australian Electricity, and Pulp & Paper, and certain permanent limit structures 
and limit increases for commodity groups currently covered under the Interim 
Policy, including Southern Cone Electricity and Gas. He stated that the Company 
was also recommending that the Policy be amended to include Japanese Electricity 
as a new commodity group. He stated that the proposed changes to the Policy 
would be brought before the Finance Committee. He then discussed actions taken 
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by the Executive Committee of the Board since the February 7, 2000 Board 
meeting that necessitated revisions to the Policy, most notably the sale of the 
Sutton Bridge assets in the U.K. 

Dr. Jaedicke then called upon Mr. Causey to review the proposed amended 
charter for the Audit and Compliance Committee, a copy of which is filed with the 
records of the meeting. Mr. Causey discussed the revisions to the charter that were 
necessary to reflect guidelines proposed by the Securities and Exchange 
Commission and the New York Stock Exchange. Following a discussion, upon 
motion duly made by Mr. Foy, seconded by Dr. Gramm, and carried, the proposed 
amended Audit and Compliance Committee Charter was approved for 
recommendation to the Board. 

There being no further business to come before the Committee, the meeting 
was adjourned at 3:00 p.m., C.D.T. 


APPROVED: 


Secretary 


Chairman 

K:\a Minutes\2000 Mmutes\050100a.do& 
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smart Tool Approval Report 

. Eiiron Corp. ■ 


Risk Drivers 

Drivers 

Assessments 

1 . Financial Health 

Good 

2. Industry/Operations Risk 

Significant 

“3. Managerr.ent Ability 

Excellent 

4. Managerr.ent Opportunities-Risk 

Moderate 

5. Management Pressures 

Very Significant 

6. Management Integrity and Behavior 

Good 

7. Accounting and Financial Reporting Risk 

Very Significant 


Critical Issxaes 


Industry/Operations Risk 

Your overall assessment of this entity's irKiustry/Operations Risk is Significant or Very Sigrificant. Please 
document below any critical issues in this entity’s Industr^/Operations. 

Enron operates in many-dijferenl industries, the most matenai 0 / which creates ’’signif.cant" risk. These are their j/ading 
operations and structured transactions xvMck are addressed throughout this SMART. 

Management Pressures 

Your overall assessment of this entity's Management Pressures is Significant or Very Significant. Please document 
below any critical issues in this area. 

Enron has aggressive earnings targets and enters into numerous complex transactions to achieve those targets. 

Accounting and Financial-Reporting Risk- 

Your overall assessment of this entity's Accounting and Financial Reporting Risk is Significant or Veiy Significant. 
Please document below any critical issues in this area. 

The Company's personnel are very sophisticated and enter into numerous complex transactions and are often aggressive in 
"^structuring transactions to achieve derived /n<jncfal reporting objecfivesr 



Risk Profile 

1 

Risk Profile Elements 

Impact 

1. Low Risk Country 

N/A 

2. Private Ownership w/Legal Protections 

Obtained 

N/A 

3. IPO Within Next Year 

Increased Risk 

4. SalejTvlerger w/o Legal Protection Clauses 

N7A 

5. Privity Expected to be Established 

N7A 

.Arthur Pairo 4 
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SMART Tod Approval Report 

Enron Corp. 


6. Low Capital at Risk N/A 

7. High Market Risk Increased Risk 

S. First or Second Year Engagement N/A 

9. Management Changes w/ Possible Challenges N/A 


Independence Consideration 




Will acceptance of this engagement create an independence violation under the 
guidelines of the Firm's Ethical Standards? 

No 


Conflict of Interest 




Will acceptance of this engagement create a conflict of interest, including 
adversarial positions with existing clients of either AA or AC? 

No 


Professional Competence Risk 


Does the engagement team, including appropriate industry and specialty experts Yes 

who will be a direct part of the team, have the relevant experience and-competence 

and sufficient available time to: a) address the primary and other industries noted 

above, b) address each of the certain issues and risks noted above and c) reduce 

the engagemeht’risk to an accepiabic Icvil? - 

You have indicated that the engagement team, including any industry and specialty experts assigned to the team, 
has theTelevant experience, competence and availability to a) addres? the primary and other industries noted 
above, b) address each of the issues noted above and c) reduce the engagement risk to an acceptable level. Please 
state the relevant experience and competence of the engagement team including the names and descriptions of the 
industry and specialty experts assigned. 

The Enron engagement is made up of various audit teams, each reponsiMe for various geogrcphical regions andfior business 
units. The engagement team includes eight partners (two exd«siue/y control xoork oriented) and twenty-eight managers. 

Each audit team is comprised of a pariner/manager group with releuant experience in their particular industry segment. 

Is the engagement partner licensed to sign this report in the jurisdklion where the Yes 

engagement is performed or the client is located? 


Engagement Economics 


Arthur Andersen 


Page 4 


AASCGA{TX)Q12369 


5/13/00 








224 


Approval Report 


SMART Tool 
Enron Corp. 


Bstimated Net Audit Fees in Local Currency; 9576S00 

Currency: USH 

Hstiir.ated Net Audit Fees in US Dollars {in thousands): S500 + 

Estimated Net Audit Fees Per Hour in US Dollars: SlOl to S125 

Estimated Planned Fee Adjustment %; 51% t 

Estimated Contribution as 3-% of Net Audit Fees: 51% to 60% 


The audit fee targets established by North America A8A leadership have not been met. You are required to 
complete the Client Attribute Tool (located in Research Manager) and obtain the approval of the ABA Head to 
accept or retain this engagement Please document below your resolution of this matter. 

These job economics are embellished by olher xucrk performed for Enron. Enron is the largest client of the Firm zmth a 74% 
recovery md a $158 net rate on a total engagement and worldunde basis. 


Risk Classification & Rationale 


SMART Risk Classification; [ " Maximum* [ 


Final Current Year Risk Classification: Maximum* 


Prior Year Risk Classification: | Maximum 


Rationale for Acceptance / Retention Decision; (required if risk is High, 

Max, or Max* and/or if the engagement profitability is low based on local 

targets) 

IVe recommend that this engagement be acceptedfretained and believe (1) (he risks identified can be managed to an acceptable . 
level, (2) the engagement team is well (Qualified to manege the risks of this engagement and (3} alikough Enron enters into 
complex transactions, they.iegularly j;(yrt.suli tyti/r and ether experts. Enron 's management is very sophisticated and 
understands their risks. Further, if subse^fuent facts or situations raise signficanl concerns about this acceptfretain decism or 
the ability to manage the engagement risks, we mil immediately consult with the signees below. 


Approvals 


Required Approver Name Approval 

Obtained 


Engagement Team 


I, the partner on this engagement, have reviewed this report for completeness and accuracy and based on my review, 
recommend that the engagement be accepted/retained based on acceptable diem risk and er.gagement economics. 


Engagement Partnen 


David B. Duncan 


Arthur Andersen 
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SMART Tool 
Enron Corp. 


Other Approvers 


Office/Division ABA Head 

William E. Swanson 

/ 

ABA Practice Director 

Midiael C. Odom 

/ 

Other Approver {if required) 

Michael M. L-owther 

/ 

Other Approver (if required) 

D- Stephen Goddard 

/ 
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SMART Too! FS Misstatement Risk 

Enron Coip. 


j Accounting and Financial Reporting Risk 


j Overall Assessment 


Very Significant i 


Critical Issues Your overall assessment of this entity's Accounting and Financial Reporting Risk is Significant or Very 
Significant. Please document below sny critical issues in this area. 

Tke Comvany's personnel are very-scphisticated and enter into ntmerous complex transactions and are often aggressive 
i structuring transactions to achieve derived financial repOTtaig objectives. 


Detail Assessment 


1. Selection of accounting policies and methods of appIySig 
them {Although not ail inclusive, consider die foliowing in 
-malung a-c-essment}: . . 


a) Objectivity in the client's methodologies, assumptions' 
and eslimatiors 

Significant 

1 \ i \ i 

b) Revenue recognition policies 

Significant ■ 

i M k M 

c} Deferral costs and amortization periods 

Very 

Significant 

i i M 1 K 

d) Asset reserves (e.g., bad debt / loan loss, invtfntoiy 
obsolescence, etc.) and impairment oHong-IivecLassets 

Significant 

1 M i’^ M 

e) Accrued liabilities (e.g., self insurance, environmental, 
other loss contingencies, etc.) 

Significant 

1 1 i !«/ I 5 

! ; ! i i i 

f) Unusual / nonrecurring charges to income (e.g., 
restructuring charges, etc.) 

Significant 

]. M ki I 

g) Change in accounting policies or year-end adjustments 
that increase income 

Moderate 

1 Kj M i 

. ; 1 i 1 1 ! 

h) Accounting for business co-mbination purchase price 
allocations 

Significant 

i M ki 1 

1 i i M 1 

i) Other 

Significant 

...JJ 1 : 

2. Complex/risky transactions; 



a) Highly risky or speculative transactions 

Significant 

M i ki ,M 

b) Form over subs'tance transactions 

Very 

Significant- 

M- M M 

c) Transactions with related parties 

Significant 


3, Complcx/risky.accoiints: 



a) Revenue recognition 

Significant 

i M KM 

b) Collectibility cf receivables 

Miniinai- 

;/M 1 M 

c) Inventory risks (e.g., valuation, obsolescence, existence) 

Minimal 

i ! M 
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SMART Too] FS Missiatement Risk- 

Enron Corp. 


d) Realizability of m!angibles/’’soft" assets 

e) Valuation of income tax or other tax liabilities 

f) Investments audited by others or urwudited (i,e., custody 

and responsibility assigned to third partis) 

g) Asset portfolio valuations (e-g., investments, real estate,, 

loans] 


Moderate 

Significant- 

Mlnimal- 

Verv 

Significant 



4. Contingencies and uncertainty exposures: 

a) Self-insuxance exposure 

b) Off balance sheet exposures (e.g., derivatives) 

c) Year 2000 compliance exposure (e.g., finandal/operating 

systems, suppiiers/customers, th^d parties, regulatore) 

d) Other'(e;g., iitigaubh; envifohnieruSi e.xpdsure^'produttT ' 

liability-, taxes, warranties) 

5. Other complex/iisky transactiorK and accounts 


6. Industry specific risk factors for banks, savings and loans, 
finance companies*iQSurancecornpaniss,muhjaUunds, real 
estate/constroction companies and hospitality/gaming 
companies (see guidance) 


Moderate 

Significant 

Significant 

Moderate 


Significant- 

Moderate- 


Very i : 
icant- • : 
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MINUTES 

MEETING OF THE BOARD OF DIRECTORS 
ENRON CORP, 

December 9, 3997 


Minutes of a meetini of the Board of Directors of Enron Corp. 
("Company"), held pursuant to due notice at 8:00 a.m.. C.S.T.. on December 9. 
1 997, at the Enron Building in Houston, Texas. 

All of the Directors were present, as foliows: 

Mr. Kenneth L. Lay. Chairman 
, Mr. Robert A. Belfer 
Mr. Norman P. Blake. Jr. 

Mr. Ronnie C. Chan 
Mr. .io'nn H. Duncan 
Mr. -loeH. Foy 
Dr. Wendy L, Gramm 
Mr. Ken L. Harrison 
Dr. Robert K, .laedicke 
Dr. Charles .A. LeMaistre 
Mr. Jerome J. Me>'er 
Mr. .feffrey K. Skilling 
Mr. John A. Urquhart 
Lord .lohn Wakeham 
Dr. Chads E. Walker 
Mr. Bruce G. Willison 
Mr. Herbert S. Winokur. Jr. 

The meeting was begun in executive session, during which the onh’ non- 
directors in attendance were Messrs. James V, Derrick. Jr.. Tod A. Lindholm, and 
Edmund P. Segner. ill and .Mc.sdames Rosaiee'T. Fleming and Peggy B. 
.Menchaca. 

The Chairman. Mr. Lay, presided at the meeting, and the Secretary. Ms. 
Menchaca. recorded the proceedings. 

Mr. Lay stated that minutes of meetings of the Board held on October 5 and 
October 14, 1997. had been distributed to the Directors and were included in the 
meeting material. He called for additions, corrections, or comments. There being 
none, upon motion duly made by .Mr. Foy. seconded by Mr. Belfer. and carried. 
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Mr. Winokur stated that the Finance Committee had approved four items 
for recommendation to the Board: (i) a S500 million equity hybrid financing with 
Citicorp, N-A.. and others; (ii) a new shelf registration in the amount of SI billion; 
(lit) the JEDI II Development Fund, including a $500 million capital contribution 
and a guarantee of S75 million advance facility related to JED! II revolving line of 
credit; and (iv) the sale of a minority interest in EES to a private consonium. He 
moved adoption of each. Mr. Winokur s motion was duly seconded by .Mr. Blake 
and carried, and the following resolutions were approved and adopted; 

SSOO Million Egitiw Hybrid Financing 

WHEREAS. Enron Corp. (the "Company") desires to 
consummate a structured finance transaction, with the assistance of 
Citicorp. N.A. ("Citibank") and. its affiliates, b)' issuing for 
appro.ximateh SI billion a newly established series of junior 
convertible preferred stock of the Company (the "Preferred Shares") 
to a newlv organized limited liability company to raise up to 
approximate!} S500 million of net funding for general corporate 
purposes, after taking into account the Company's acquisition of a 
majority interest in such limited liability company (the 
"Transaction"); 

NOW. THEREFORE. IT IS RESOLVED, that the issuance 
and sale of the Preferred Shares are hereby authorized and approved, 
and that the Company shall proceed with the consummation of the 
Transaction in accordance with the resolutions hereby adopted; 

RESOLVED FURTHER, that the issuance and sale of the 
Preferred ' Shares shall be subject to the following terms and 
'-.''.nditions iihe "Board Conditions”): 

(i) the maximum number of Preferred Shares to be issued 
shall not exceed 300.000; 

(ii) the Preferred Shares shall initially be convertible into 
no more than 30,000.000 shares of common stock of 
the Company ("Common Stock";, such number of 
shares to be subject to antidilution adjustments to be 
pro\ided in the terms of the Preferred Shares: and 

(iii) the aggregate liquidation preference of the Prefened 
■' Shares, exclusive of accrued dividends, shall not 

exceed Sl .l billion; 
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RESOLVED FURTHER, that Kenneth L. Lay, Jeffrey K, 
Skilling, and Herbert S. Winokur. Jr- are hereby appointed as a 
contniittee of This Board of Directors (the "Committee"), with the 
power and authority of the full Board of Directors to the fijSIest 
extent permitted by law, to authorize and approve all agreements, 
instruments, and documents, and the taking of al! actions, as the 
Committee may deem necessary or desirable to consummate the 
Transaction (subject, however, in all respects, to the Board 
Conditions), including, without limitation: 

(i) the determination of all or any part of the terms of the 
issuance and sale of the Prefemed Shares; including, 
but not limited to. the determination that the 
consideration received or to be received by the 
Compam for the Preferred Shares is adequate; 

(ii) the determination of all or any part of the designation 
and relative rights, preferences, and limitations of the 
Preferred Shares (the "De.signation"); 

(iii) the approval of a form of certificate representing the 
Preferred Shares; 

(it ) the authorization, e.xecution. and delivery of a limited 
liabilit) company agreement, with such terms and 
conditions as the Committee shall approve, relating to 
a limited liability company (the "LLC") in which the 
Company will be a member with, at least initially, a 
maiority economic ir!!ere<^t (it being understonri .and 
approved that the Company ma%-. in the future, make 
additional capital contributions to the LLC). and which 
LLC will acquire the Preferred Shares and which will 
enter into one or more loans to the Company in an 
aggregate amount outstanding at any one time not 
currently expected to exceed $100 miilion; 

(v) the authorization, execution, and deliver}' of a 
Preferred Stock Purchase and Registration Agreement, 
with such terms and conditions as the Committee shall 
approve, between the Company and the LLC: 
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(vi) the authorization, execution, and delivery of a 

Purchase Option Agreemejtt, with such terms and 
conditions as the Committee shall approve, among the 
Company and various other parties (the ''Purchase 
Optio.n .Agreenienf'); 

(vii) the authorization, execution, and deliveiy of an Enron 
Agreement, with such terms and conditions as the 
Committee shall approve, executed by the Company in 
fas'or of the indemnified parties refeired to therein; 

(viii) the authorization, execution, and delivery of a 

supplement to the ISD.A Master .Agreement, with such 
terms and conditions as the Committee shall approve, 
between the Company and Citibank providing for a 
payment to Citibank in the form of cash or securities of 
the Company in the event of. among other things, a 
decline in the price of the Common Stock, with a 
maximum settlement amount payable h> the Compant' 
of S500 million: and 

(ix) the authorization, e.xecution. and delivery of such other 
agreements, instruments, and documents relating to the 
Transaction, including, but not limited to. agreements, 
instruments, and documents that provide, among other 
things, for the indemnification of third parties, the 
granting of registration rialus. and the payment of fees 
and expenses of third panics; 

RESOLVED FURTHER that the direct or indirect repurchase 
at any time or from time to time b> the Company of all or a part of 
the Preferred Shares for an amount not exceeding $600 million in the 
aggregate pursuant to the terms of the Purchase Option Agreement or 
othenvise pursuant to the terms of an> other agreement executed b>' 
the Compan)' in connection with the Transaction are hereby 
authorized and appro', ed; 

RESOLVED FURTHER, that pursuant to the authority 
expresslv granted and vested in this Board of Directors by the 
Company's Amended and Restated .Articles of Incorporation (as 
amended, the "Articles"), and pursuant to the appoiniment and 
authorization b}' this Board of Directors of the Committee, this 
Board of Directors herebc' authorizes the amendment of the .Articles 
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for She purpose of she creation of the Preferred Shares, and hereby 
authorizes the Committee and the officers of the Company to 
authorize, execute, astd deUxer for filing the Anic!e.s of Amendmem, 
setting forth the Designation cf the terms of the Preferred Shares, 
with the Office of the Secretary of State of the State of Oregon and 
such other offices as the Committee and/or the officers of the 
Company shall deem necessary or ad\ isable:, , 

RESOLVED FURTHER, that upon issuance of certificates 
for the Preferred Shares in accordance with the foregoing 
resolutions, such Preferred Shares shall be validly issued, fully paid, 
and nonassessable; 

RESOLVED FURTHER, that; subject to the Board 
Conditions, effective immediately upon issuance of .such shares of 
the Preferred Shares, there will be resetved .a number of shares of 
Common Stock of the Company for issuance to the holders of the 
Preferred Shares upon the conversion of such Preterred Shares 
pursuant to the conversion rate for the Preferred Shares authorized 
and approx'cd by the Committee in accordance with the Board 
Condition.s; 

RESOLVED FURTHER, that upon any adjustment to the 
coiwersion rate for the Preferred Siiares. sulficient additional shares 
of Common Stock (and such other sliares of capital stock of the 
Company, if applicable, as a result of the antidilution provisions of 
the Preferred Shares) shall be reserved and kept available so that the 
ma.ximum number of shares of Common Stock (and such other 
capital stock) issuable upon conr'ersion of the Preferred Shares shall 
at ail titne.s be reserved and kept available; 

RESOLVED FURTHER, that the Company is authorized to 
issue such shares of Common Stock of the Cdlnpany {and such other 
capital stock) upon conversion of the Preferred Shares, and that upon 
any such issuance, such shares of Common Stock (and such other 
capital stock) shall be validly issued, fully paid, and non-assessable: 


RESOLVED FURTHER, that if it i.s deemed necessary or 
adx’isahie by the Committee or the officers of the Company that the 
Preferred Shares and- or the Common Stock issuable upon conversion 
of the Preferred Shares be qualified or registered for sale under the 
applicable Blue Sky Laws or securities acts of any jurisdiction, or 
that a filing be made in any jurisdiction to secure or obtain an 
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exemption from qualification or registration, the Committee and the 
officers of the Company are each authorized to perform on behalf of 
the Company any and all such acts as any one or more of them may 
deem necessary or ad\ isable in order to comply with such laws of 
such jurisdiction, and in connection therewith, to e.xecute and file all 
requisite papers and instruments and to make any and all payments 
of filing, registration, or other fees, costs, and e.xpenses, and to take 
any and all further action in connection with the foregoing which any 
one or more of them shall deem necessary or advisable: 

RESOLVED FURTHER, that the execution by any officer of 
tire Company of any papers and instruments or the performance by 
anv one or more of tlieni of any act in connection with the foregoing 
resolutions shall conclusively establish their authority therefor from 
the Company and the approval and ratification by the Companv of 
the papers and instruments so executed and the actions so taken; and 

RESOLVED FURTHER, that the proper officers of the 
Company and its counsel be. and each of them hereby is. authorized, 
empowered, and directed (any one of them acting alone) to take any 
and all such further action, to amend, e.xecute. and deliver all such 
further instruments and documents, for and in the name and on 
behalf of the Company, under its corporate seal or otherwise, and to 
pav all such expenses as in their discretion appear to be necessary, 
proper, or advisable to effectuate the lawful issuance and sale of the 
Preferred Shares, and to carry into effect the purposes and intentions 
of this and each of the foregoing resolutions. 

SJ Billion Shelf Registration 

WHEREAS, the Company desires to file with the Securities 
and E.xchanae Commission (the ■'Commission") a registration 
statement and post effective amendments (collectively, the 
"universal shelf registration statement'’) which will include the 
reaislration of, among other securities. Debt Securities. Preferred 
Stock. Depository Shares. Common Stock, and Common Stock 
Warrants; and 

WHERE.AS. this Board desires to provide for the issuance 
and sale of Debt Securities. Preferred Stock. Depository Shares. 
Common Stock, and Common Stock Warrants by the Company; 
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RESOLVED FURTHER, that the proper officers of the 
Company and its counsel be, and each of them hereby is. authorized, 
empowered, and directed (any one of them acting alone) to take any 
and all such further action, to amend, e.xecute. and deliver a!! such 
ftirther instnimenls and documents, for and in the name and on 
behalf of the Company, under its coiporate seal or othenvise, and to 
pay ail such expenses as in their discretion appear to be necessary, 
proper, or advisable lo carry into effect the purposes and intentions 
of this and each of the foregoing resolutions. 

JEDl J! S500 Million Commitment and Guaranty 

RESOLVED, that the formation of Joint Energy Development 
Investments II Limited Partnership (“JEDl If or the "Partnership’ ), 
a Delaware limited partnership in which cenain affiliates of the 
Company will own a i% general partnership interest and a 49% 
limited partnership interest and commit to make capital contributions 
of up to SfOO.OOO.OOO. of which up to 50% can be made in the 
Company's common stock, is hereby approved and that the business 
purpose of JEDl II will be to make energy related ins estmenis that 
are developed by certain affiliates of the Company; 

RESOLVED FURTHER, that each of the Chairman of the 
Board, the Vice Chnimaan of the Board, the President of the 
Company, or any Vice President of '.he Company (any one of them 
acting alone) is herchs authorized and empowered to negotiate, 
execute, deliv er, perform, and consummate, for and in the name and 
on behalf of the Company, the follow ing agreements in connection 
with the formation of .lEDI II, each such agreement to be in 
substantially the,, form that .was agreed to in connection with the 
transactions related to the formation of Joint Energy Development 
Investments Limited Partnership ("JEDl”), with such changes, 
additions, and modifications to the form of each such agreement as 
an>' such officer of the Company executing the same may approve 
(including, without limitation, any future amendments, changes, 
additions, or modifications from time to time to each such 
aareemem), such execution to be conclusive evidence of such 
approval on behalf of the Company: 

1. .A Shares Issuance and Registration Rights Agreement 
(the "Purchase Agreement”) to be executed b>' the 
Company, the Partnership. Enron Capital Management 
n Limited Pannership. the general partner of JEDl il. 
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Enron Capita! Management !II Limited partnership, a 
iimited partner ul' JED! II. and The California Public 
Employees' Retirement System, a limited partner of 
JED! II. which wil! facilitate the making of capital 
co.ntributions by the Enron partners of JEDI II with the 
Company's common stock; and 

2. .All other agreements necessary, advisable, or desirable 
for the consummation of the transactions relating to the 
formation of the Partnership or any of the foregoing 
agreements: 

(all such agreements collectively called the "Principal 
Agreements"): 

RESOLVED FURTHER, that all Principal Agreements 
authorized under these resolutions may be expected to benefit, 
directly or indirectly, the Company, and it is in the best interest of 
the Company to enter into the Principal Agreements, and the 
Principal .Agreements are necessary or convenient to the conduct, 
promotion, or attainment of the bu.siness of directly or indirectly 
wholly-owned subsidiaries of the Company; 

R£SOL\'ED FURTHER, that the Company is authorized and 
directed to obserxe and perform in full all of the obligations, 
conditions, cox enants. and other terms set forth in or contemplated 
by the Principal .Agreements as the same may be amended from time 
to time as hereby provided; 

RESOLVED FURTHER, that the Chairman of the Board, the 
Vice Chairman of the Board, the President of the Company, or any 
Vice President of the Company be. and each of them hereby is. 
authorized in the name and on behalf of the Company, under its 
corporate seal or olhenvise. to negotiate, execute, deliver, amend, 
perform, and consummate such other agreements, instruments, or 
documents as such officer may deem necessary or desirable to carry 
out the purpose and intent of the resolutions herein, in such forms as 
shall be approx-ed by the officer e.xecuting the same, such approval to 
be conclusively evidenced by the execution thereof by such officer; 

RESOLVED FURTHER, that each such officer be. and each 
such officer hereby is. authorized in the name and on behalf of the 
Company to take or cause to be taken such action as such officer 
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may deem necessary or desirable in connection with tiie performance 
by the Company of its obligations under any agreemem. document, 
or instrument related to these transactions to which the Company is a 
party; 

RESOLVED FURTHER, that all actions heretofore taken by 
an}' officer of the Company, in the name- and on behalf of the 
Company, related to or in connection with the transactions 
contemplated by these resolutions, including without limitation the 
execution and delivery of any instruments or other documents as any 
officer shall have deemed necessary, proper, or advisable, are hereby 
adopted, ratified, confirmed, and appros ed in all respects; and 

RESOLVED FURTHER, that the proper officers of the 
Company and its counsel be, and each of them hereby is. authori/ed. 
empowered, and directed (any one of them acting alone) to take any 
and all such further action, to amend, execute, and deliver all such 
further instruments and documents, for and in the name and on 
behalf of the Company, under its corporate seal or otherwise, and to 
pa\‘ all such expenses as in their discretion appear to be necessary, 
proper, or advisable to carry into effect the purposes and intentions 
of this and each of the foregoing resolutions. 

Monettaiion of EES 

RESOLN'TD. that the formation by Enron Corp.. an Oregon 
corporation {the "Company"), of a Delaware limited liabilit}' 
company to be known as "Enron Energy Services. L.L.C." { "EES") 
is hereby ratified and approved and that the execution and deliver}' 
by an officer of the Company of a Limited Liability Conipany 
Agreement for EES (the "EES LLC Agreement") is hereby ratified 
and approved; 

RESOLVED FURTHER, that the business purpose of EES 
and its subsidiary companies shall be to conduct the retail energ)' 
business of the Company and its wholly-owned subsidiaries in the 
United States, and the officers of the Company are authorized to 
refine, elaborate upon, and modify' such description of the business 
purpose of EES and its subsidiaries in such manner as they deem 
appropriate and in the best interests of the Company; 

RESOLVED FURTHER, that in connection with the 
formation of EES. the officers of the Company are hereby authorized 
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MINUTES 

SPECIAL MEETING OF THE BOARD OF DIRECTORS 
ENRON COR?. 

February 1, 1999 


Minutes of a special meeting of the Board of Directors of Enron Corp. 
("Company"), held pursuant to waiver of notice at 2:00 p.m., C.S.T., on February 1. 
1999. at the Enron Building in Houston, Texas. 

The following Directors were present, constituting a quorum, by telephone 
conference connection whereby each of the participants could hear the comments and 
discussions by the other participants and join in the discussions: 


Mr. Kenneth L. Lay, Chairman 
Mr. Robert A. Belfer 
Mr. Norman P. Blake, Jr. 

Mr. Joe H. Foy 
Dr. Wendy L. Gramm 
Mr. Ken L. Harrison 
Dr. Robert K. Jaedicke 
Dr. Charles A. LeMaistre 
Mr. Jeffrey K. Skilling 
Mr. John A. Urquhart 
Mr. Herbert S. Winokur, Jr. 

Dr. Charls E. Walker 

Directors Ronnie C. Chan, John H. Duncan, Jerome J. Meyer, and Jolm Wakeham 
were absent from the meeting. Messrs. Richard A. Causey, Michael K. Kopper, and 
Jeffre'y McMahon and Ms. 'Pieggy B. Mencnaca, all' of the’ Comply," afsci aftehded the 
meeting. 

The Chairman, Mr. Lay, presided at the meeting, and tiie Secretar}', Ms. 
Menchaca, recorded the proceedings. 

Mr. Lay stated that the primary' purpose of the meeting was to consider a public 
offering of the Company's common stock. He stated that in addition, an item would be 
presented for the Board's consideration called “Project Daybreak” which w’as similar in 
structure to a project previously approved by the Board known as “Project Nighthawk.” 
He called upon Mr. Skilling to present the first item. 

Mr. Skilling stated that with current market conditions, management 
recommended a sale of 12 million shares of common stock pursuant to an underwritten 
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necessary to effect the aforesaid listing; and that the officers of the 
Company be, and they hereby are, authorized and directed to execute and 
deliver any applications, documents, or ^cements, to take any and all 
actions, to appear before such exchanges if necessary, to appoint any 
banking or other institution as an agent of the Company for any purpose, 
and to do or cause to be done any and all things as may appear to them to 
be necessary or desirable in order to effect such listing; and 

RESOLVED FURTHER, that the proper officers of the Company 
and its counsel be, and each of them hereby is, authorized, empowered, 
and directed (any one of them acting alone) to take any and all such further 
action, to amend, execute, and deliver all such further instruments and 
documents, for and in the name and on behalf of the Company, under its 
corporate seal or otherwise, and to pay all such expenses as in their 
discretion appear to be necessary, proper, or advisable to carry into effect 
the purposes and intentions of this and each of the foregoing resolutions. 

Mr. McMahon reminded the Board of the details of a transaction that the 
Company consummated with the assistance of Citicorp, N.A. and its affiliates in 
December, 1997, known internally as Project Nighihawk, He said that the current 
proposal would result in a restructuring of the transaction that would expand balance 
sheet capacity and would create an additional syndication vehicle for the merchant 
portfolio. He noted that the transaction would increase the number of shares of common 
stock outstanding, on a fully diluted basis, but would be non-dilutive. He stated that 
Board approval was required to (i) approve the redemption of all or a portion of the 
shares from the initial transaction approved in December, 1997, and (ii) permit the 
distribution of the Company’s demand note back to the Company, Following discussion, 
upon motion duly made by Mr. Foy, seconded by Mr. Winokur, and carried, the 
following resolutions were approved: 

WHEREAS, Enron Corp. (the “Company”) consummated a 
traasac-ion with -the as-l.j,i.ncc af Cidcorp, N..A. and its affiliates in 
December 1997, which involved, among other things, the issuance of 
250,000 shares of Series A Junior Voting Convertible Preferred Stock, no 
par value, of the Company (the “Preferred Shares”) to Whitewing 
Associates, L.L.C. (“Whitewing”), a newly organized limited liability 
company of which the Company is the Class A managing member; and 

WHEREAS, the Company desires to amend the Amended and 
Restated Company Agreement of Whitewing Associates L.L.C., as 
amended (the “JV Company Agreement”), and the other transaction 
documents associated with the transaction in order to, among other things, 
deconsolidate financially Whitewing from the Company; 
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NOW, THEREFORE, IT IS RESOLVED, that each of the 
Chairman of the Board, the Vice Chairman of the Board, the President, 
any Senior Vice President, and any Vice President of the Company 
(collectively, the “Officers”) is hereby authorized and empowered, for and 
in the name and on behalf of the Company, to negotiate, execute, and 
deliver an amendment to, or to otherwise cause the amendment of, the JV 
Company Agreement and such other documents related to the transaction 
as may be appropriate or desirable to effectuate such deconsolidation of 
Whitewing; 

RESOLVED FURTHER, that in connection with the foregoing, 
and without in any way limiting the authority granted in the immediately 
preceding resolution, the Officers are hereby authorized and empowered to 
cause (i) Whitewdng to (x) distribute to the Company the Demand 
Promissory Note dated December 29, 1997, in the amount of 578,762,249 
and (y) sell or otherwise transfer the Preferred Shares to one or more 
persons, on such terms and conditions as may be determined by any of the 
Officers, and (ii) the Company to (x) repurchase or otherw’ise acquire up to 
all of the Preferred Shares and (y) effect a partial or full purchase of the 
interest of Nighthaw^k Investors L.L.C. (“Nighthaw'k”) in Whitewing 
pursuant to the Purchase Option Agreement dated as of December 29, 

1 997, among Enron, Nighthawk, and the other parties thereto; 

RESOLVED FURTHER, that in connection wnth any repurchase 
or other acquisition of any of the Preferred Shares, the Officers are hereby 
authorized and empowered to sell, exchange, transfer, or otherwise 
contribute (or cause the sale, exchange, transfer, or contribution of) assets 
or instruments of the Company or of its affiliates to Whitewing in 
exchange for, or as a replacement of, such Preferred Shares, on such terms 
and for such price as may be determined by any of the Officers (the 
current expectation being that the value of such assets or instruments 
would be approximately equivalent t- ‘he value of 'he -acquired Preferred 
Shares); 

RESOLVED FURTHER, that the Executive Committee of the 
Board of Directors is hereby authorized, to the fullest extent permitted by 
law, to authorize and approve all agreements, instruments, and documents, 
and the taking of all actions, as such Executive Committee may deem 
necessary or desirable to consummate the transactions contemplated 
hereby; 


RESOLVED FURTHER, that each of the Officers is hereby 
authorized, in the name and on behalf of the Company, to take or cause to 
be taken such action as such Officer may deem necessary or desirable in 
connection with the performance by the Company of its obligations under 
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any agreement, document, instnraient, or amendment related to the 
transactions contemplated hereby to which the Company is a party; 

RESOLVED FURTHER, that the execution by any officer of the 
Company of any papers and instruments or the performance by any one or 
more of them of any act in connection with the foregoing resolutions shall 
conclusively establish their, authority therefor from the Company and the 
approval and ratification by the Company of the papers and instruments so 
executed and the actions so taken; and 

RESOLVED FURTHER, that the proper officers of the Company 
and its counsel be, and each of them hereby is, authorized, empowered, 
and directed (any one of them acting alone) to take any and all such further 
action (including filings pursuant to the Hart-Scott-Rodino Antitrust 
Improvements Act of 1 976, as amended), to amend, execute, and deliver 
all such further instruments and documents, for and in the name and on 
behalf of the Company, under its corporate seal or otherwise, and to pay 
all such expenses as in their discretion appear to be necessary, proper, or 
advisable to carry into effect the purposes and intentions of this and each 
of the foregoing resolutions. 

There being no further business to come before the Board, the meeting was 
adjourned at 2:20 p.m., C.S.T. 



APPROVED: 
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MINUTES ^ ^ 

SPECIAL MEETING OF THE BOARD OF DIRECTORS 
ENRON CORP. 

September 17, 1999 


Minutes of a special meeting of the Board of Directors of Enron Corp. 
("Company"), held pursuant to due notice at 4:30 p.m., C.D.T., on September 17, 
1 999 at the Enron Building in Houston, Texas. 

The following Directors were present, constituting a quorum, in person or 
by telephone conference connection whereby each of the participants could hear 
the comments and discussions by the other participants and join in the discussions: 

Mr. Kenneth L. Lay, Chairman 
Mr, Robert A. Belfer 
Mr. Norman P. Blake, Jr. 

Mr. Ronnie C. Chan 
Mr, John H. Duncan 
Mr. Joe H. Foy 
Dr. Wendy L. Gramm 
Mr. Ken L, Harrison 
Dr. Robert K. Jaedicke 
Dr. Charles A. LeMaistre 
Dr. John Mendelsohn 
Mr. Jerome J. Meyer 
Mr. Jeffrey K. Skilling 
Mr. John A. Urquhart 
Lord John Wakeham 
Mr. hefberi b. Witio'iTur, Jr, 

Director Rebecca P. Mark was absent from the meeting. Messrs. Jeffrey 
McMahon and Joseph W. Sutton and Ms. Rebecca C. Carter, all of the Company, 
also attended the meeting. 

The Chairman, Mr. Lay, presided at the meeting, and the Secretary, Ms. 
Carter, recorded the proceedings. 

Mr. Lay called the meeting to order and inquired if the Committee members 
had received the material for the meeting, and each responded that he or she had 
received the material. He stated that the meeting had been called for the Board to 
consider a financing transaction and called upon Mr. McMahon to present the 
matter. 
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Mr. McMahon stated that in December of 1997 the Company, with the 
Board’s approval, had put in place a financing structure referred to as “Condor”. 
He reviewed the original Condor transaction and stated that the Company and an 
outside third-party (“Nighthawk”) had each contributed $500 million cash to a 
financing vehicle (“Whitewing”). Whitewing then paid the Company $1 billion 
cash for the Company’s mandatory convertible preferred stock. He stated that the 
primary purpose of the transaction had been to convert debt to equity. He stated 
that the value of the preferred stock in Whitewing, in which the Company has a 
50% ownership interest, had increased significantly since the origina! transaction. 
He stated that the Company was proposing a redemption of the original preferred 
stock and the issuance of a similar preferred stock. He stated that this would allow 
the Company to take advantage of the increase in value of the preferred stock. He 
discussed how Condor would be structured after the redemption of the preferred 
stock, noting that Whitewing would be funded by a private placement sale of 
bonds to institutional investors and outside equity. The Company would then 
contribute assets from its “Merchant Portfolio” and receive cash from Whitewing. 
Following a discussion in which Mr. McMahon answered questions from the 
Committee, upon motion duly made by Mr. Duncan, seconded by Mr. Blake, and 
carried, the following resolutions were approved; 

WHEREAS, Enron Corp. (the "Company") desires to 
consummate a structured finance transaction using a newly 
established series of Mandatorily Convertible Junior Preferred Stock, 

Series B of the Company (the "Preferred Shares") which are to be 
exchanged for the outstanding Series A Junior Voting Convertible 
Preferred Stock of the Company ("Exchanged Shares") presently 
held by Whitewing Associates L.L.C. (“Whitewing”) to raise up to 
approximately SI .5 billion of funding for general corporate purposes 
(approximately $930 million) and to restruemre the outstanding' 
■•equity of Whitewing and provide funds for the repayntsnt o-f-a- 
previous structured financing (approximately $570 million) which 
transaction involves the sale by Donaldscai, Lufkin & Jenrette 
Securities Corporation, Deutsche Bank Securities Inc., Bear, Steams 
& Co. Inc., and Salomon Smith Barney Inc. (together the "Initial 
Purchasers") of up to $1,400,000,000 of senior secured notes (the 
"Osprey Notes") of a newly formed entity. Osprey Trust, and the 
issuance and sale by Osprey Trust of approximately $100 million of 
trust certificates (the "Osprey Trust Certificates") and the purchase 
by Osprey Trust using the proceeds of such offerings of a limited 
partner interest in Whitewing (which will be converted into a limited 
partnership in. connection with such transactions) (all transactions 
necessary to recapitalize Whitewing and to consummate the sale of 
the Osprey Notes and the Osprey Trust Certificates are herein 
referred to as the "Osprey Transactions"); 
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NOW, THEREFORE, IT IS RESOLVED, that the Osprey 
Transactions and the issuance of tlie Preferred Shares are hereby 
authorized and approved, and that the Company shall proceed with 
the consummation of such transactions in accordance with the 
resolutions hereby adopted; 

RESOLVED FURTHER, that the issuance of the Preferred 
Shares and the Osprey Transactions shall be subject to the following 
terms and conditions (the "Board Conditions"); 

(i) the Preferred Shares shall have the terms and conditions and 
powers, preferences, and relative, participating, optional, or other 
special rights, and the qualifications, limitations, and restrictions set 
forth in the Statement of Resolutions attached hereto as Exhibit A 
and which is incorporated herein by this reference as if fully set forth 
herein (together with any changes thereto consistent with the Board 
Conditions negotiated by and among the Initial Purchasers, the 
purchasers of the Osprey Trust Certificates, and the Company and 
approved by an officer of the Company or other person authorized 
and empowered to act pursuant to these resolutions, the execution 
and filing of which by any such officer or person, in the name and on 
behalf of the Company, with the appropriate agencies of the State of 
Oregon to be conclusive evidence of the approval by such officers or 
person of the contents thereof; 

(ii) the maximum number of Preferred Shares to be issued shall 
be an indefinite number of shares up . to the number of shares 
necessary to fulfill the Company’s obligations pursuant to the Share 
Settlement Agreement (as defined-in Exhibit A),- ’"•'t .m.tio exeat 
more than the number of authorized but unissued shares of Preferred 
Stock, with 250,000 shares to be initially issued; 

(iii) the Preferred Shares shall initially be convertible into no more 
than 50,000,000 shares of common stock of the Company 
("Common Stock") (the same number of shares of Common Stock 
into which the Exchanged Shares are presently convertible), and the 
number of shares of Common Stock which the Company may 
ultimately be obligated to issue at the maturity of the Osprey 
Transactions shall also be increased by (a) antidilution adjustments 
to be provided in the terms of the Preferred Shares and (b) the 
requirements of the Share Settlement Agreement upon a resale by the 
share trust pursuant to Remarketing (as defined in the remarketing 
and registration rights agreement associated with the Preferred 
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Shares) based on the closing price per share of Common Stock on or 
about the date of such resale or such Remarketing, but in no event 
more than the number of authorized but unissued shares of Common 
Stock that have not been resen'ed by the Board of Directors for other 
purposes as of the date of such resale or such Remarketing (or as of 
such other date determined by any officer of the Company 
authorized to act in accordance with these resolutions); 

(iv) the liquidation preference per share of the Preferred Shares, 
exclusive of accrued dividends, shall not exceed $4,000 (an 
aggregate of $1.0 billion) in respect of initially issued Preferred 
Shares; and 

(v) the number of shares of Common Stock that may be issued 
after the Preferred Shares have been issued pursuant to the 
remarketing and registration rights agreement referred to above shall 
not exceed the number of authorized but unissued shares of Common 
Stock that have not been reserved by the Board of Directors for other 
purposes as of the date of such issuance; 

RESOLVED FURTHER, that each of the Chairman and 
Chief Executive Officer, the President and Chief Operating Officer, 
any Vice Chairman or any Vice President is hereby authorized, 
empowered, and directed, with the power and authority of the full 
Board of Directors to the fullest extent permitted by law, to authorize 
and approve (or ratify if already executed or taken) all agreements, 
instruments, and documents, and the taking of all actions, as any 
such officer may deem necessary, advisable, convenient, or proper to 
consummate the Osprey Transactions and the issuance of the 
PrefcncC Shares (subje.:, -ho.. cner, ir. -all respects, to the Board 
Conditions), including, without limitation; 

(i) the determination of all or any part of the terms of the 
issuance of the Preferred Shares; 

(ii) the determination of all or any part of the designation and 
relative rights, preferences, and limitations of the Preferred Shares; 

(iii) the approval of a form certificate representing the Preferred 
Shares;. 

(iv) all matters insofar as they affect the Company or any of its 
subsidiaries or affiliates associated with the issuance of the Osprey 
Notes and the Osprey Trust Certificates and the authorization, 
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execution, and delivery by the purchasers of the Osprey Certificates 
of a trust agreement for Osprey Trust with such terms and 
conditions relative to the Company and any of its subsidiaries or 
affiliates as such officer shall approve; 

(v) the authorization, execution, and delivery of a purchase 
agreement among the Company, Osprey Trust, and the purchasers of 
the Osprey Trust Certificates for the sale of the Osprey Trust 
Certificates with such terms and conditions (including pricing terms) 
as such officer shall approve; 

(vi) the authorization, execution, and delivery of a purchase 
agreement among the Company, Osprey Trust, and the Initial 
Purchasers for the sale of the Osprey Notes with such terms and 
conditions (including pricing terms) as such officer shall approve; 

(vii) the authorization, execution, and delivery' of an indenture 
among Osprey Trust, Osprey I, Inc. and a trustee to be selected with 
such terms and conditions as such officer shall approve; 

(viii) the approval insofar as they affect the Company or any of its 
subsidiaries or affiliates of a form of note representing the Osprey 
Notes and a certificate representing the Osprey Certificates; 

(ix) the authorization, execution, and delivery of a participation 
agreement (the Osprey Participation Agreement") among' the 
Company, Osprey Trust, Whitewing, Whitewing Management LLC, 
Egret I LLC, Peregrine I LLC, Condor Share Trust, and the 
Indenture Trustee providing for the parties' participation in the' 
Ospwy Tidfisactions and certain undertakings made by each of the - 
parties, with such terms and conditions as such officer shall approve; 

(x) the authorization, execution, and delivery of (a) a remarketing 
and registration rights agreement among the Company, Condor 
Share Trust, Osprey Trust, Whitewing Associates L.P., Whitewing 
Management LLC, the Indenture Trustee, and the Initial Purchasers 
providing for, among other things, the registration of the Preferred 
Shares or Common Stock into which it is convertible, and (b) the 
related Share Settlement Agreement providing for the potential 
issuance of additional Preferred Shares or Common Stock to the 
extent required by the remarketing and registration rights agreement 
and such Share Settlement Agreemeni with such terms and 
conditions as such officer shall approve; 
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(xi) all matters insofar as they affect the Company or any of its 
subsidiaries or affiliates associated with the formation of Whitewing 
Associates L.P. (by the conversion of Whitewing into a limited 
partnership) and its subsidiary, Condor Share Trust, including the 
authorization, execution, and delivery of a trust agreement for the 
formation of Condor Share Trust with such terms and conditions as 
such officer shall approve; and 

(xii) the negotiation, authorization, execution, and delivery of such 
other agreements, instruments, and documents relating to the Osprey 
Transactions and the Preferred Shares, including, but not limited to, 
agreements, instruments, and documents that provide, among other 
things, for the indemnification of third parties, and the payment of 
fees and expenses of third parties as such officer may deem 
necessary, advisable, convenient, or proper in connection with the 
Osprey transactions or any other matters addressed by these 
resolutions; 

RESOLVED FURTHER, that Ben Glisan is hereby appointed 
as agent and attomcy-in-fact of the Company and is authorized, 
empowered, and directed, with the power of the full Board of 
Directors, subject to control and direction by the Company, to the 
fullest extent permitted by law, to authorize and approve all 
agreements, instruments, and documents and the taking of all actions 
as such agent and attorney-in-fact may deem necessary or desirable 
and shall have all the powers of an officer of the Company with 
respect to these resolutions (subject, however, in all respects, to the 
Board Conditions) solely for the purpose of consummating the 
Osprey Transactions (excluding, however, the issuance of the' 
Preferred Shares and the matters set forth iit.rr contemplated, by (H) 
and (iii) in the immediately preceding resolution); it is the intent of 
the Board of Directors that Mr. Glisan, in his capacity as agent and 
attomey-in-fact of the Company, shall have all the duties, 
obligations, and responsibilities of an officer of the Company for 
purposes of the Osprey Transactions, as if he were an officer of the 
Company; 

RESOLVED FURTHER, that pursuant to the authority 
expressly granted and vested in this Board of Directors by the 
Company’s Amended and Restated Articles of Incorporation (the 
"Articles"), and pursuant to the appointment and authorization by 
this Board of Directors to the officers of the Company set forth 
above, this Board of Directors hereby authorizes the amendment of 
the Articles for the purpose of the creation of the Preferred Shares, 
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and hereby authorizes the officers of tlie Company to authorize, 
execute, and deliver for filing the Articles of Amendment, setting 
forth the Statement of Resolutions of the terras of the Preferred 
Shares, with the Office of the Secretary of State of the State of 
Oregon and such other offices as the officers of the Company shall 
deem necessary or advisable; 

RESOLVED FURTHER, upon issuance of certificates for the 
250,000 initially issued Eheferrcd Shares in exchange for the 
Exchanged Shares in accordance with the foregoing resolutions, such 
Preferred Shares shall be validly issued, fully paid, and 
nonassessable; 

RESOLVED FURTHER, upon issuance of certificates for any 
Preferred Shares required to be issued pursuant to the terms of the 
Share Settlement Agreement in accordance with the terms of the 
Share Settlement Agreement and in accordance with the foregoing 
resolutions, such Preferred Shares shall be validly issued, fully paid, 
and nonassessable; 

RESOLVED FURTHER, that the 50 million common shares 
currently reserved for Whitewing (in connection with the Exchanged 
Shares) shall remain reserved under the remarketing and registration 
rights agreement referred to above in for use in upon the conversion 
of the Preferred Shares; 

RESOLVED FURTHER, tliat, subject to the Board 
Conditions, effective immediately upon issuance of the Preferred 
Shares, there will be reserved 20 million additional shares of 
Common Stock ui the Company and 100,000 Prefcired Shares of the 
Company for issuance under the Share Settlement Agreement; 

RESOLVED FURTHER, that upon any adjustment to the 
conversion price of the Preferred Shares, sufficient additional shares 
of Common Stock shall be reserved and kept available so that the 
maximum number of shares of Common Slock issuable upon 
conversion of the Preferred Shares shall at all times be reserved and 
kept available; 

RESOLVED FURTHER, that the Company is authorized to 
issue such shares of Common Stock of the Company upon 
conversion of the Preferred Shares, and that upon any such issuance 
in accordance with the terms of the Preferred Shares, such shares of 
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Common Stock shall be validly issued, fully paid, and non- 
assessable; 

RESOLVED FURTHER, that- upon issuance of certificates 
for any shares of Common Stock required to be issued pursuant to 
the terms of the Share Settlement Agreement in accordance with the 
terms of the Share Settlement Agreement and in accordance with the 
foregoing resolutions, such shares of Common Stock shall be validly 
issued, fully paid, and nonassessable; 

RESOLVED FURTHER, that if it is deemed necessary or 
advisable by the officers of the Company that the Preferred Shares 
and/or the Common Stock issuable upon conversion of the Preferred 
Shares be qualified or registered for sale under the applicable Blue 
Sky Laws or securities acts of any jurisdiction, or that a filing be 
made in any jurisdiction to secure or obtain an exemption from 
qualification or registration, or that a listing application be filed with 
any national securities exchange, the officers of the Company are 
each authorized to perform on behalf of the Company any and all 
such acts as any one or more of them may deem necessary or 
advisable in order to comply with such laws of such jurisdiction or 
the rules of such exchanges, and in connection therewith, to execute 
and file all requisite papers and instruments and to make any and all 
payments of filing, registration, or other fees, costs, and expenses, 
and to take any and all further action in connection with the 
foregoing which any one or more of them shall deem necessary or 
advisable; 

RESOLVED FURTHER, that the execution by any officer of 
tlie Conipany of any p-pers and instruments or the performance by 
any one or more of them of any act in cormection with the foregoing 
resolutions shall conclusively establish their .authority therefor from 
the Company and the approval and ratification by the Company of 
the papers and instruments so executed and the actions so taken; 

RESOLVED FURTHER, that the actions of the officers of the 
Company heretofore taken on behalf of the Company in connection 
with the above resolutions and the actions contemplated thereby are, 
in all respects, confirmed and ratified, and the officers of the 
Company, together or individually, may take any and all action and 
do any and all things as may be deemed by any of them to be 
necessary or advisable to effectuate the lawful issuance and sale of 
the Preferred Shares, and the taking of any and all such actions and 
the performance of any and all such things in connection w'ith the 
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foregoing shall conclusively establish their authority from the 
Company and the approval and ratification by the Company; and 

RESOLVED FURTHER, that the proper officers of the 
Company and its counsel be. and each of them hereby is, authorized, 
empowered, and directed (any one of them acting alone) to take any 
and all such further action, to amend, execute, and deliver all such 
further instruments and documents, for and in the name and on 
behalf of the Company, under its corporate seal or otherwise, and to 
pay all such expenses as in their discretion appear to be necessary, 
proper, or advisable to carry into effect the purposes and intentions 
of this and each of the foregoing resolutions. 

Messrs. Lay and Skilling then gave the Board a brief update on activities 
throughout the Company. 

There being no further business to come before the Board, the meeting w'as 
adjourned at 4:50 p.m., C.D.T. 
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I. EXECUTIVE SUMMARY 


Introduction _ 

LJM2 Co-Investment, L.P., a Delaware limited partnership {“LJM2" or the “Partnership”), is being 
organized by Andrew S. Fastow, Executive Vice President and Chief Financial Officer of Enron 
Corp., an Oregon corporation ("Enron”), to make privately negotiated equity and equity-related 
investments in energy- and communications-related businesses and assets. The Partnership expects 
that Enron will be the Partnership's primary source oT investment opportunities and that the 
Partnership will (i) co-invest with Enron or its subsidiaries in new investments in, or acquisitions 
of, businesses and assets, and (ii) make investments in, or acquire an investment inter^t from Enron 
or its subsidiaries relating to, existing assets or businesses owned by Enron or its subsidiaries. It is 
expected that in connection with the foregoing investments, Enron will retain a significant economic 
or operating interest in the businesses or assets in which the Partnership invests. The Partnership may 
also from time to time make investments in businesses or assets where Enron has no involvement. 
This is the second such fund formed by Mr. Fastow Jargeted at investing primarily in companies 
owned or controlled by Enron. The Partnership’s objective is to generate an annualized internal rate 
of return (“ERR") in excess of 30% to investors in the Partnership after payment of all Partnership 
fees and expenses and payment of the carried interest to the General Partner. 

Enron, headquartered in Houston, Texas, Is one of the largest sellers of natural gas and electricity 
in deregulated and privatized markets on three continents. Additionally, Enron is the largest provider 
of energy risk management services in the world and owns the largest natural gas pipeline system 
in the U.S. Enron is also constructing a 10,000 mile nationwide fiber-optic telecommunications 
network. Enron is frequently characterized as the agent of change in the rapidly deregulating and 
privatizing energy markets and has been named the “Most Innovative Company in the World” for 
four consecutive years by Fortime. Enron currently ranks among the Fortune 1 00 companies with 
annual revenues of over S30 billion. Importantly, Enron has made investments of over $7 billion 
in each of the last two years in a variety of energy- related huainesses-and currently owns merchant 
investments of over $ 10 billion. See - “Overview ofEnron." Under Mr. Fastow’s management, the 
PaitnersWp expects to have the opportunity to co-invest with Enron in many of Enron’s new 
investment activities and the opportunity to acquire existing Enron assets on a highly selective basis. 
This access to deal flow shouid provide the Partneiship with unusually attractive investment 
opportunities. 

The target size of the Partnership is $200 million. The General Partner reserves the right to accept 
additional commitments in excess of $200 million. The Partnership- is expected to generate 
significant co-investment opportunities for investors in the Partnership because the Partnership will 
be limited to investing no more than 10% of its committed capita] in any one coropMy, and the 
General Partner expects many of the opportunities the Partnership pursues to require capital in excess 
of the amount the Partnership is able to provide under this diversificationlimitation. Co-investment 
amounts will not be subject to a carried interest. 

The Genera] Partner of the Partnership will be LJM2 Capital Partners, LLC, a Delaware limited 
liability company (the “General Partner"), an entity owned and controlled by one or more of the 
Principals (as defined below). The Partnership will be managed on a day-to-day basis by a team of 
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three investment professionals who all currently have senior level finance positions with Enron; 
Andrew S. Fastow, Michael J. Kopper, and Ben Glisan, Jr., (collectively, the “Principals”). The 
Principals will continue their current responsibilities with Enron while managing the day-to-day 
operations of the Partnership. See - “Risk Factors - Dependence on Key Personnel” and “Conflicts 
of Interest - Dual Role of Principals.” 


Investment Opportunity 

The Principals believe that LJM2 provides investors with an unusually attractiVe investment 
opportunity for the following reasons: 


Access to Significant Proprietary DealF]ow. Enron has extensive deal origination capability 
that is derived from approximately 2,000 fully dedicated Enron-employed origination and 
monitoring j^ofessionals located around the world. The deal flow emanating from this 
origination infrastructure has resulted in Enron making over $7 billion of energy-related 
investments in each of the last two years and holding merchant investments of over 
$10 billion. As a result of Enron's in-house deal sourcing capability as well as its leading 
market position in most businesses in which it operates, Enron frequently has access to 
investment opportunities that are not available to other investors. The Partnership expects 
to benefit from having the opportunity to invest in Enron-generated investment opportunities 
that would not be available otherwise to outside investors. 

Enron ’s Investment Record. Enron’s record as a successful investor is reflected in returns 
_ it has generated for its shareholders as measured by the appreciation in its common stock, 
which, from January 1, i990,jhrough September 30. 1999, has increased 641% (price 
increase plus assumed re-investment of dividends), as compared to returns of 363% for the 
S&P 500 and 141% for the $&PlEnergy Index for the same period. Furthermore, Enron has 
successfully managed two institutionally funded private equity partnerships. Joint Energy 
Development Investments Limited Partnerslup (“JEDI I”) and Joint Energy Development 
■ Investments D nnuted'PartiiersHip ("JEDm”), which have generated (or are estimated to' 
generate, as the case may be) an after payment of fees and expenses of the partnership 

and payment of a carried interest, if any, to the partnerships’ general partners (each, a "Net 
IRR") of 23% and 194%, respectively,* compared to targeted IRRs for the partnerships on 
invested capital before fees, expenses, and carried interest (a “Gross IRR”) of 15% and 20%, 
respectively. The General Partner believes that a signifrcant portion of this superior 
performance can be attributed to the quality of investment opportunities sourced by Enron. 
See - “Summary of Investment Experience.” 


Enron 's Capabilities to Analyze and Structure Investments and Operate Assets. Over the 
years, Eruon has developed a rigorous process of investment analysis, which employs 
approximately 130 professionals in varying disciplines such as engiiieering. research^aedit. 
tax, legal, accounting, insurance, and risk analysis. As LJM2 expects that it primarily will 
be investing in assets in which Eiiron has an interest, it should benefit from Enron’s expertise 
in all areas relating to the investment in and management of energy and communications 
assets, including the physical and financial risk management of energy assets and extensive 
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operating capabilities in all aspects of the energy industry and certain aspects of the 
communications industry. 

Tie Ability to EvaJuate Investments, vdtb Fall Knowledge of the Assets. Due to their active 
involvement in the investment activities of Enron, the Principals will be in an advantageous 
position to analyze potential investments for LJM2. The Principals, as senior financial 
officers of Enron, will "typically be familiar with the investment opportunities LJM2 
considers. The Principals believe that their access to Enron's information pertaining to 
potential investments will contribute to superior returns. 

Speed an&Knowledge Advantage otUMZ. LJM2 wil! be positioned to capitalize on Enron's 
need to rapidly access outside capital due to the Principals' familiarity with Enron's assets 
and their understanding of Enron's objectives, which should facilitate LJM2's ability to 
quickly execute transactions. This ability to act quickly is invaluable to Enron and should 
enhance the flow of opportunities for LJM2. 

Investment and Financial Expertise of Principals The Principals are a group of highly 
talented financial professionals with extensive experience originating and structuring 
coniplex transactions. This experience has given the Principals the ability to create 
innovative financial structures around investments, which should enhance returns to 
investors in LJM2, The Principals have been involved in managing JEDI I and JEDt D. 

The Principals 

The day-to-day activities of the Partnership will be managed by Messrs. Fastow, Kopper, and Glisan. 
Each of the Principals has spent a significant portion of Ids professional career in energy and 
commuiucations investing, structured finance, and risk management (including substantial 
involvement in the organization, operation, and investment management of each of JEDI I and 
JEDI TIJ,. and. JS a.team, the Principals possess specific expertise, necessary, tQ.maxtaize. the 
Partnership's performance. 

Andrew S. Fastow, Executive Vice President and Chief Financial Officer of Enron, has been the 
Chief Financial Officer of Enron since 1997; prior to that, he was a Managing Director and principal 
financial officer for Enron Capital & Trade Resources Corp. (“ECT”), Enron's principal mercl^t 
and investing subsidiary. In these capacities, he has been involved in structuring and managing many 
of Enron's investments, Mr. Fastow has been with Enron for nine years. Michael J. Kopper. 
Managing Director in Enron's Global Equity Markets Group, is responsible for Enron’s Global 
Equity and Structured Finance businesses. He has been with Enron for five years. Ben Glisan, Jr.._ 
Vice President in Enron's Globa] Equity Markets Group, is primarily responsible for Enron’s 
structured finance activity. Mr. Glisan has been with Enron for three years. Suimnaiy biographies 
of the Principals are included elsewhere in this Memorandum. See - “Management of the 
Partnership - Biographies of the Principals." 

The Principals will remain employees of Enron and will devote such of their business time and 
attention as they deem reasonably necessary to manage the affairs of the Partnership, subject to their 
obligation to devote their business time and attention primarily to the discharge of their 
CONFIDENTIAL TREATlvIE' IT Ft DU ITT:: 
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responsibilities as senior financial officers of Enron. The Partnership should'also benefit indirectly 
from time spent by the Principals in evalnatlng and stmcturing investments for Enron, as many of 
these investments may become candidates for investment by the Partnership. 
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U'. I 1001 Z:26 PM PR ENRON CORF. 713 853 39E3 TO 917153953138 P. 

. i-rlrAi- ' ■>-u3- lj 

L'-.’ji.s ^l\ i^ s-uj f<e crWiA«fl-o-. ^ 

Andy, bacause of the current controversy surrounding LJM I \ 
and LJM II. we believe H would h« h«ipr.ii tA, the Bnnrrl tn hnvr n 1 


general unoersianqinn ot the amount of your I 
i wur return on Investment in the LJM entitles . 
tiTat a detailed accountfnu of these maHere w 
co nnection with the response lo^is_SECJBaH 
rappreclate'you^ willingnese 10 visit ^th uST" 


ivestment and of 
We understand 
II soon be doi^ In 
nif/'Vfmvery mucflF 


In responding to our questions with respect to your interest in 
the LJM entHies, we would appreciate vnur im.iiiili..g any 
i nterest, direct or Indheet, that the members of your family may 
have had in the entities. 


What was your aggregata income attributable to LJM I 
and LJM II, inclusive of salary, consulting fees, 
management fees, partnership distributions, and gain on 
the sale of your partnership interests? m 


iuivir;jt3„ 

ILTM)I'7-3„ 


^ me aaie or yotir permerenip interests? i_ V 

^ ^ Fo^ho co.M.M'WC^l 

, 2.1 What was your aggregate investment in LJM I and LJM 

' II? What was the aggregate amount Invested In LJM I "’I 

-"“•■JMIIbythoothej^^pmlllg^nts? What was y^r-T|^ , 5 .„ 
n l''?*»t™d"*?^0ld you hove a ptomotef'Tryoo 

l' <<7did, what was it? Hoyv does your rate of return on 
i Mji investment compare to that of the other participants In;^^) " 


3- other tlian you and Michael Kopper, did any current 
LJ yvv former employees, officers, or directors of any Enron 

F /LJ),M>iV>\ entity or any oi their family msmbers have any economic 
taterost in or derive any benefit from LJM 1 or LJM 11?" TLo 

’its-Cov^.Cir^. — 

^ 4. We assume that in tho courso of the SEC inquiry and the 

^^t>Hfitlgation that has he^n filod, LJM and Its rslationshfp 

with Enron win’b<|i fulty scrutinizad. Do you know of any ,' 


O'lV 


.• 00 ! 


PM FR ENR014 CORP. 7I3_j!53_5^5E0 to 3I7193953I99 


potentially trsubissame matter ef which we sheuld new '< 
be apprised in cennection with the LJM relationship? ' 
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To: 

Wnms 

Sabjett: 


AllBmloycoo 

KenM/'' 

CoiteVEtWra 


INTEROmce 

IHEKIORANDUM 


Dqiutment: OffiwoftbcChainnui 
Dube: July 1,^0 


As officers and etqployEes of Emoo Coip., fix subsidiaries, and its afflliaited can^anies (“Ecnn" 
or miUesfiveiy the "CoiBpaiQ^’)> wo are lespossibte fia conducting die business ai&ss of the Company 
in acoDidance wiSi all a{^iUsab1e laws and in a cwcal and honest masaec. 

To nialce certain that we understand what is expected of us, Eitrsii has adopted cert^ policies, 
with the approval of the Board of Dnectors, all of wMch are set &rtb in die erKlosed hooildet revised 
July 2000. Pleate note that Bnrtm has added the Prinidptes JUumon Sights; jn^vidSof fiathef 
descr^iSaa sf oiir Burinsxc Ethits p/dky ydlk respect to our leg^ eonirttCIs, the selection ^ outside 
counsel, and the mahirtg dispiiTttgtns resaarhs, oral or mitten, about Soon by eopioyees,' prtnn^d 
finker dar^icasion of Enron 's poIUy Mdrh respect to Coi^ential l^amutiioa^ and Tnale Secrets; 
decreased the rutmber of days passwords are vaSd under Enron's Cottonuttlcadon Servtees and 
Eqmpmmt Polity, provided additional bformation with respect to die crimned penalties and eivstjines 
assessed by the VS govenuneni under the Foreign Comipt Practices Act; and clarified Enron ‘s polity 
with respect to Coi^icts t!f Interests, rnvestmeuts, and Outside Business Interests qfEn^oyees. 

The Code of EtMos cantahs cotnmoiiseBse ndea of conduct with whkh the great majority of 
Enron etttployees toatmely coofona However, I adc tat yon read them carefidly and eon^letdy and 
tat, as you do, you reflect on your past actions to make certain tat you have eoiqptied vritb the 
policies. It is abrolutety essential tat you fully comply with these policies is the fiitoie. If you have 
any questions, talk them over with your supendsor, manager, or Enron kgal counseL 

Enclosed with dtis memottaidum and booklet is a Certificate of ConqdianEe (revised 7/DO) t» be 
signed by you as a statement of your personal agrceuusii, smee yon last so certified, to comply widi ta 
policies stated herein dating the term ofyour employment with the Company. Fbso* etnafliBy ravlsw 
this booklet Then select the Coda of EtUcs option Ereni eSSonline.emvnxmi te cer^ yomr 
eom^lanee or yea may dgn and send this itarm to Blaine V. Orertiir( Deputy Corporate 
Secretary, Enron Carp., 1400 Smlfii Street, Suite 4S3d, Honstan, Texas 77a02-73fiS>. 

Ihn memcsaiiduis, the Code ofEttucs booklet, and Certificate of ConmUance are aUo available 
te all ersployeoson the Enron Home Page athnp.v'/homeLenron.cani/’. You may aceeaa tain by eliding 
DO Code of Ethics. 

For your convenieiiee, I have briefly sated below each of the Foltoies in the booklet Flease 
retain dris booklet Sar future te&renee. 
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Principles of Human Rights 

As a partner in the communities in which we operate, Enron believes it 
has a responsibility to conduct itself according to certain basic tenets of 
human behavior that transcend industries, cultures, economics, and 
focal, fi^ional and naliorvs! boundaries. 

And because we take this responsibility as an International employer 
and global corporate citizen seriously, we have developed the following 
principles on human rights. 

Eima's Vision and Values are Ute platform upon which ourhumau ri^ts 
principles are built 

Vision 

Enron's vision is to become the world's leading energy company - creating 
innovative and efficient energy solutions for growing economies and a 
better environment worldwide. 

Values 

Respect 

We treat othm as we would like to be treated ourselves. We do not 
tolerate abusive or disrespectful trsttment. Ruthlessness, callousness 
and arrc^ance don't belong here. 

Integrihf 

We Tvork with customers and prospects openly, honestly and sincerely. 
When we say we will do something, we will do it; when we say we 
cannot or will not do something, then we won't do it. 

Commutticaiim 

SVe have an obligation to communicate. Here, we take the time to talk 
with one another ... and to listen. We believe that information is meant 
to move and that information moves people. 

Excellmtce 

We are satisfied with nothing less than the very best in everything we 
do. We toII continue to raise the bar for everyone. The great fun here 
will be for all of us to discover |urt how good we can really be. 



Principles of Human Rights 

• Enmn stands on the foundation (rf its Visitm and Values. Every 
employee is educated al»ut the Company's Vision and Values and 
is expected to induct telness with other emploj^, partners, 
contractors, suppliers, vendors and customs hoping In mind 
respect, integrity, communication and excdlence. Ew^thing we 
do evolves from Enron's Vision and Values statements. 

• At Btmn, we toeat others as we ©cpect to be treated ourseli^Vfe 
believe in respect for the rights td all individuals ami arecommitted 
to promoting an envirorunent characterized by dignity and mutud 
respect for emf^oyces, oistomers, rontractors, suppliers/ partners, 
cwjununlty men^Kirs and representatives of aU leveb of Ckn^nmwit 

• We do not and will not tolerate human rights abuses of any kind 
our employees or contractors. 

• We bdieve in treating all employees fairly, regardlm of gend^ 
race, colm, lang?iage, religion, age, rrthnic background, political or 
other opinion, national origin, or physical Umitation. 

• We are dedicated to conducting inisiness accordii^ to all applicable 
local and international laws and regulations, including, but not 
limited to, the US. Foreign Corrupt Practices Act, and with the 
highest professional and ethical standards. 

• We are comimttcd to operating safely and conducta^ business 
cvorldwide in compliance with all applicable envirorunental, Ivmlth, 
and safety laws and regulations and strive to improve the lives of the 
peojde in the regions in which we operate. These laws, regulations, 
and standards ate derigned to safeguardjhe envirorunent, huir^ 
health, wildlife, and ivaturai resources. Our conunitment to observe 
fliem faithfully is an integral part of our burines and rtF our values. 

• We bdieve that playing an active role in every commtmiQr to which 
ive t^jciate forters a kmg-term partnership wifii the peopto with 
whom we come into daily contact. Strengthening the commuiriti^ 



Business Ethics 


Eniplo)''e€s of Enron Corp,, its subsidiaiies, and its affiliated companies 
(collectively the "Company") are charged wth conducting their business 
affairs in accordance with the highest ethical standards. An employee shall 
not conduct himself or hersdf in a manner which directly or iirdirectly 
would be detrimental to the best interests of the Cwnpany or in a manner 
which would Iwing to the employee financial gain separately deriwd as a 
direct consequence of his or her employment with the Company. Moral as 
well as legal obligations will be fulfilled openly, promptly, and in a manner 
which will reflect pride on the Company's name. 

Products and services of the Company will be of the highest quality and 
as represented. Advertising and promotion will be truthful, not 
exaggerated or misleading. 

Agreemente, whether contractual or verbal, rvUl be honored. No bribes, 
bonuses, kickbacks, lavish entertainment, or gifts will be given or 
received in exchange for special position, price, or privilege. 

Employees will maintain the confidentiality of the Company's sensitive 
or proprietary information and will not use such information for their 
personal benefit. 

Employees shall refrain, both during and after their employment, from 
publishing any oral or written statements about the Company or any of 
its' officers, employees, agents, or representatives that are slanderous, 
libelous, or defamatory; or that disclose private or confidential 
information about their business affairs; or that constitute an intrusion 
into their seclusion or private lives; or that give rise to unreasonable 
’publicity about their private lives; or that place them in a false light 
before the public; or that constitute a misappropriation of their name or 
likeness. 

Relations with the Company's many publics - customers, stockholders, 
governments, employees, suppliers, press, and bankers - will be 
conducted in honesty, candor, and fairness. 



It is Enron's policy that each "contract" must be reviewed by one of our 
attorneys prior to its being submitted to the other parties to such 
"contract" and that it must be initialed by one of our attorneys prior to 
being signed. By "contract" we mean each contract, agreement, bid, term 
sheet, letter of intent, memorandum of understanding, amendment, 
modification, supplement, fax telex, and other document or arrangement 
that a)uld reasonably be expected to impose an obligation on any Enron 
entity. (Certain Enron entities utilize standard forms that have been pre- 
approved by the legal department to conduct routine activities; so long 
as no material changes are made to these pre-approved forms, it is not 
necessary to seek legal review or initialing prior to their being signed.) 
Please Bear in mind that your conduct and/or your conversahons may 
have, under certain circumstances, the unintended effect of creating an 
enforceable obligation; Consult with the legal department with respect to 
any questions you may have in tliis regard. 

Additionally, it is Enron's policy that the selection and retention of 
outside legal counsel be conduct^ exclusively by the legal department. 
(Within the legal department. Hie selection and retention of counsel is 
coordinated and approved by James V. Derrick Jr., Enron's Executive 
Vice President and General Counsel.) In the absence of this policy, it 
would not be possible for our legal department to discharge its 
obligation to manage properly our relationships with outside counsel. 

Employees will comply with the executive stock ownership requirements 
set forth by the Board of Directors of Enron Corp., if applicable. 

Laws and regulations affecting the Company will be obeyed. Even 
though the laws and business practices of foreign nations may differ 
from those in effect in the United States, the applicability of both foreign 
and U.S. laws to the Company's operations will be strictly observed. 
Illegal behavior on the part of any employee in the performance of 
Company duties will neither be condoned nor tolerated. 
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Conflicts of Interests* Investments* and 
Outside Business interests of Officers and Employees 


Bnplojrees of fte Company have inquired feom tinwi to dme as to the 
pnspnety of then* a^datlon witli, or the invcsteent of thidr |)^sonal 
tedsfo* businessenterpmessEirularin character tomtemactmdesof the 
Company in respome* fl* Company has est^Mied certain pmdpies fcr 
thfii^ddariceof oHiceisand employees \ytih respect io |«fSowrt 
and uivestment interests. 


offiOT aiKi en^Ioyee should be the feet th^ the en^l<^er Is enidfcl to 
©(pect of sudt perstat complide Icg^iy to the b^t Vkferesfe t^ 

Gompapy and die appiicahWpf sMl^ tatent, education, etc, to 

of ^ dr ®4sr reservatic^ 

Iherafoie* it follows that no fuU-iiine pferer or employee should: 

(a) Eni^ge in any ootsade acliv% pr enterprise whichpouW 


interfere in any way wddi jbb^jperfoqtmancei 

(b) Make investments or perform services for his or own or 

refeted foteiest in any enterprise any dreomsfen^ 
where, reason of life natuije of the budnera Cc^ 

such enterprise, there ISiOr could be* a disfmify or coafiiGtof 
interest between the offi^ pr employee and the Company; ®f 



Oorp,i and sudt officer has ddeimlned iltet sui^^ pr 

partidpation does not advei^y affedt the best Inteiesfe of the 
Cmnpany. 
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MotwifhslsTiding any provsion lo the contraiy in this PoUq? on 
to^estm€nlts> securilies of publicly owned corporations wrtjidt are r^ilarly 
tiacM on tire open niadcetmay be owned witooot disdcsuie if ttiey anenot 
pundhased as a n^t of confidential knowledge aboot fhe Comity's 
openitiomi, telatiwis, busine^, or ne^tiations wfli such corporations; 

IE an inyestinent of personal hmds by an offilcer w employee in a 
ventoa or Orti^pifee Witt personal or managerial 

aliention^ and if there appears to be nd conflict Of d&parity of interest 
iiwolya^ the rffivcijtiteiess if all 

or aa^y pari df vaittra & enhj^dfe^^eiiJfeil with,; 

pr'sunilar or .dhsctiy related to,,iteE'ceiid;!icted.by llie':C^|aay,-or;if'' 
sa^::biaBia^><»nsi^'Of of'-j^dds 

utittpsd tea matcaaalejde^^^^^^ 

(a) T^dfte^ Or at^teyee d^rringjo make such investment shall 
writer Ghateinoapf tee l^sard and Chief 
tesecutive Officer of Enron iCorp- a hrie^suimrary 
fact^-and; 



In tee event tee Otaicman of the Board ^d pdef Executive Otecer 
pf'Erpdh’ '^*^hnn 'in^ Ke mOy'’ 

do 1^ on% uponappmvalof teemiiiarity of the Etescuffwe 

C0nmtet^3pf tee io^ of of Enron Cptp^ oteer 

at any legulte or special meetesg of itech Commite. 


Evs!^ o^eer and eniplpyeevshatt be tmder a continBragduty fe n 
ro te^ tetetejer'#* forth aboy^..pi^v;s!iteSften‘wh(^ by''iei^ ol 
.ecoBOffiicter ©teer/interest in -an’jeiitet^ite^ te^ teiheh pipKi^t -tl^ 




299 


possibility of a conflict or disparity of interest between the officer or 
employee and the Company, "niis obligation includes but is not Uinited 
to (1) any existing personal investment at the date of promulgation of 
this policy, (2) any existing personal investment at the time of 
employment of any officer or employee by the Company, and (3) any 
existing personal investment, whether or not previously approved, 
which may become in conflict with the provisions of this policy because 
of changes in tire business of the Company or changes in the business of 
the outside enterprise in which investment has been made 


In the event of a finding by the Chairman of the Board and Chief 
Executive Officer of Enron Corp. (or by lire Executive Gomiriittee of the 
Board of IMiectorS of Enron Corp., if applicable) that a ma terial conflict 
dr dfepariQi' of interest does exist with respect to any existiag personal 
investment of an officer or employee, then, upon being so notified, the 


of such interest and shall notify the Chairman and Chief Executive 
Officer of Enron Corp. (or the ^ecutive Committee, if applicable) in 
writing that he or she has done so* 
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MINUTES 

MEETING OF THE FINANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
ENRON CORP. 

MAY 1, 2000 


Minutes of a meeting of the Finance_ Committee ("Committee") of the 
Board of Directors of Enron Corp. ('■Company"), noticed to begin at 4:00 p,m., 
C.D.T., but acmally begun at 4:10 p.m,. C.D.T.. on May 1, 2000 at the Enron 
Building in Houston, Texas. 

The following Committee members were present: 

Mr, Herbert S. Winokur. Jr.. Chairman 
Mr. Robert A. Belfer 
Mr. Norman P. Blake, Jr. 

Mr. Frank Savage 

Committee members Ronnie C. Chan, Jerome J, .Meyer, Paulo v. Ferraz 
Pereira, and John .A. Lirquhan were absent from the meeting. Directors John H. 
Duncan, Ken L. Harrison. Kenneth U. Lay, and Jeffrey K. Skilling, .Messrs. 
Richard B. Buy, Richard A. Causey, .Andrew S. Fastow, Ben"F: Glisan, Jr, David 
B. Gone. Mark E. Koenig, Jeffrey McMahon, Theodore R. .Murphy, and Joseph 
W. Sutton, and Ms, Rebecca C. Carter, all of the Company or affiliates thereof, 
also attended the meeting. 

The Chairman, Mr, Winokur, presided at the meeting, and the Secretary, 
Ms. Carter, recorded the proceedings. 

■ Mr: Winokur called the meeting to order and called for a revised agenda to 
begin with the Treasurer’s report. He called uppn Mr. McMahon to begin the 
presentation, a copy of which is filed with the records of the meeting. Mr. 
McMahon reviewed the liquidity report as of March 3 1 . 2000 and noted that the 
Company’s total liquidity was over S3 billion. -He reviewed year-to-date 
investments and proceeds on sales of assets and stated that the Company still 
planned to monetize over $1 billion in investments before the end of the year. He 
discussed the status of capital commitments by business unit and active letters of 
credit. He reviewed the guarantee poRfolio and commented that the portfolio was 
expected to increase with the growth in certain businesses. He reviewed the 
Company’s rating by each rating agency and noted that Moody’s Investor Services 
had recently upgraded the Company to Baal and, therefore, the Company no 
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longer had a split rating between the two largest rating agencies. He also noted 
that Standard & Poors Corporation was currently performing its artnua! analysis of 
the Company and that Duff & Phelps Credit Rating Co. had recently-acquired 
Fitch IBCA,” 

Mr. McMahon then discussed the Company's need for additional borrowing 
tlexibility and a proposed authorization for additional debt securities to include the 
issuance and saie of incremental, unsecured senior debt securities in an amount not 
to e.xceed Si billion. L'pon motion duly made by Mr. Blake, seconded by Mr, 
Savage, and carried, me proposed issuance and sale of incremental, unsecured 
senior debt secuniies in an amount not to exceed SI Isittion was approved for 
recommendation to the Board. 

Mr. Winokur then noted that a draft of minutes of the meeting of the 
Committee held on February 7, 2000 had been distributed to the Committee 
members and called for any corrections or additions. There being none, upon 
motion duly made by Mr. Blake, seconded by Mr. Belfer, and carried, the minutes 
of the meeting of the Committee held on February 7, 2000 were approved as 
distributed, 

Mr. Winokur called upon Mr. Fastow to present the Chief Financial 
Officer’s report, a copy of which is filed with the records of the meeting. Mr. 
Fastow began his presen tatio.n_iy introducing Mr. Glisan and stating that the 
Company w'as proposing that Mr. Glisan replace Mr. Mc.Mahon as the Company's 
Treasurer. He discussed .Mr. Glisan's background along with backgrounds of 
Barry J. Sc'nnapper and Timothy DeSpatn, two individuals that the Company 
was proposing be elected Deputy Treasurers of the Company. Upon motion duly 
made by Mr, Blake, seconded by Mr. Belfer, and carried, the proposed officer 
elections were approved for recommendation to the Board. 

Mr. Fastow then discussed the Company’s current and pro|ected- key 
financial ratios and stated the ratios were based on the assumption that the 
proceeds from the sale of Ponland General Electric Company were reinvested in 
the Company’s other businesses. He reviewed the stock trading ponfoUo and the 
Company’s cost of capital, stating that all of the transactions in The portfolio were 
accomplished utilizing swaps and that the increase in the cost of capital w'as due to 
the increase in the Company’s stock price. He commented on the Company’s 
increased borrowing spreads, noted that other companies have also experienced 
increased borrowing spreads, and stated that the offsetting decline in the yield 
curve has led to borrowing costs comparable to year end costs. He compared the 
Company’s five-year borrowing spread to the BBB and A indices and stated that 
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the Company’s borrowing spread was more favorable than us rating would 
suggest. 

Mr. Fastow then gave the Committee an update on LJM2 transactions with 
the Company including the level of capital commitments, number of investors, 
number and dollar value of investments already completed, and the Company's 
business units that had transacted with LJM2. He commented on the direct and 
indirect impact of LJMi and UM2 (’the investment vehicles”) on the Company's 
earnings and funds flow. He stated that he had hired individuals lo manaae the 
investment vehicles and that he personally was devoting approximately three hours 
a week to the investment vehicles. He then called upon Mr, Giisan to discuss 
Proj.ect Raptor, 

Mr. Giisan stated that Project Raptor involved establishing a risk 
management program to enable the Company to hedge the profit and loss volatility 
of-the Company’s investments. He discussed the highlights of Project Raptpr 
including the establishment of a non-affiliated vehicle (“Talon”) as a hedge 
counterparty to selected investments, the mechanism for funding Talon, and the 
level of hedging protection Talon could i.nitially provide the Company He 
reviewed the structure of Talon and the amount of capital that would be 
contributed by LfM2. Mr. Causey joined the discussion and stated that Anhur 
Andersen LLP had spent considerable time analyzing the Talon structure and the 
governance structure of LJM2 and was comfortable with the proposed transaction, 
Mr. Giisan then discussed Project Raptor's risk and potential mitigants to those 
nsks. Following a discussion, upon motion duly made by .Mr. Blake, seconded by 
,Vlr. Savage, and carried. Project Raptor was appi-oved for recommendation to the 
Board; 


Mr. Winokur called upon Mr. Buy to present the Chief Risk Officer's 
report, a copy of which is filed with the records of the meeting. Mr. Buy reviewed 
the current Transaction Approval Process ( TAP”) and noted that certain revisions 
were proposed to reflect recent organizational cfianges at the Company. The 
Committee then discussed the TAP for divestimres, currently requiring Board 
approval for divestitures exceeding S500 million. Following a discussion, the 
Committee recommended that the TAP be modified such that divestitures be 
classified as either strategic assets or merchant assets and that the threshold for 
requiring Board approval would be $200 million for strategic assets and would 
remain at S500 million for merchant assets. Mr. Buy then answered questions 
from the Committee regarding the Risk Assessment and Control Group’s 
(“RAC’s”) analysis of proposed transactions that require additional investments in 
the future and that involve obtaining toehold positions in publicly traded 
companies. Following a discussion, the Committee agreed that toehold positions 
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in publicly traded companies should be considered non-conforming transactions 
per the TAP. Upon motion duty made by Mr. Blake, seconded by Mr. Beifer. and 
carried, the -proposed revisions to the Enron Corp. T.'-ansaciion .Approval Process 
presented and discussed at the meeting were approved for recommendation to the 
Board. 


Mr. -Buy then discussed proposed changes to the E.nron Corp. Risk 
Ntanagement Policy ("the Policy"). He stated that the Company was 
reco.mmending that the Policy be amended to include Japanese Electricity as a new- 
commodity group and noted that the individuals currently analyzing the business 
opponuniiies in Japan were the same individuals that had set up the Company’s 
operations in .Australia. He then discussed certain proposed limit increases to 
existing commodity groups within the Policy, including Australian Electricitv, 
Pulp & Paper, and Equity Trading, and certain permanent limit structures and limit 
increases for commodity groups currentiy covered under the Interim Policy, 
including Southern Cone Electricity and Gas. He also noted that there was a 
proposal to change the wording of the Policy to clarify the difference between 
position limit violations and loss notification requirements. Upon motion duly 
made by Mr. Blake, seconded by Mr. Beifer, and carried, the proposed revisions to 
the Policy were approved for recommendation to the Board. 

Mr. Buy then discussed the composition of the Company’s merchant 
portfolio as of December 3 1, 1999 and any significant changes since the December 
Board meeting. He commented on the Company's credit e.vposure to T.XU Europe 
Energy Trading Ltd. (‘T.XU”), formerly known as Eastern Energy & Power 
Trading Ltd,, noted that the exposure was associated with long term transactions 
with TXU, and stated that the Company was actively pursuing credit risk 
mitigation opportunities. He reviewed a detail of non-performing assets, the 
overall credit reserve, and the Company’s equity investtnents, 

Mr. B'dv then presented RAC’s review of cenain Enron Energy Services, 
LLC (‘‘EES”) transactions to ascenain the reasons w'hy RAC and EES have 
calculated different expected values for proposed transactions. He noted that RAC 
models the EES base case and does not incorporate certain potential upsides, such 
as the potential for additional services, into its valuation. He stated that RAC 
would be incorporating methodologies to enable it to perform a consistent 
appraisal of the potential upside in EES transactions. He then presented a 
summary of EES's total commodity portfolio and discussed the two components, 
wholesale and regulated. He noted that the wholesale portion was incorporated 
into the North American limits of the Policy and that the regulated portion related 
to expectations regarding the liming of deregulation and the extent of declines in 
tariff prices. He then discussed the credit quality of EES’s counterparties and 
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noted that S0% vuere investmeni grade and ihac the overall credit quality was verv 
strong. Messrs. S.killmg and Sutton joined Mr. Buy in answering questions from 
the Committee on the EES portfolio and RAC’s review of EES. 


Mr. Buy then updated the Committee o.n R.\C’s Foreign E.xchange Project 
("the FX Project) that was previously discussed with the Board at t.He February 
Committee meeting. He stated that the objective of the project was to identify, 
measure, and report on foreign currency economic e.xposure for the Company s 
worldwide merchant and strategic asset activities. He discussed the FX Project 
timeline for the Company's overseas regions and the targeted completion dates. 
He presented an overview of the methodology used in the FX Project including 
how the e.xposure would be identified, the data collection fool and the foreign 
e.xchange reporting model that R,^C had developed, and the overall reporting. He 
stated that RAC had completed the analysis of Enron South .\merica and he 
discussed the net notional position by asset and by position type, noting that the 
majority of the Company’s exposure was related to Elekrro and was considered a 
currency translation adjustment exposure. He reviewed the market data on the 
Brazilian currency, the reais, and noted when the Compa.ny had made its major 
investments in the country and its sensitivity to devaluation of the currency. 


Mr. Buy then presented the Market Risk Update and diseusseii the retilms 
each commodity group had earned compared to the Va!ue-at-Risk ("VAR") it had 
taken. He gave an overview of the VAR backtesting, stress testing, a.nd the 
Company's e.xposure under a "worst case” scenario of 5%-25% shifts in 
commodity prices. He reviewed limit violations during the first quaner of 2000, 
noted that the majority of the violations had occurred in the equity ponfoiio. and 
discussed the reasons for the violations. He presented two charts displaying VAR 
as a percentage of market capitalization and of net income for the Company, 
tinancial institutions, and other energy companies and commented on how the 
Compapy's iisk_ntofiIe impacted the comparisons. ... 


There being no further business to come before the Committee, the meeting 
was adjourned at 5:40 p.m., C.D.T.' 


APPR^YED: 
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MINUTES 

MEETING OF THE BOARD OF DIRECTORS 
ENRON CORP. 

MAY 2, 2000 

Minutes of a meeting of the Board of Directors of Enron Corp. 
("Company") held pursuant to due notice at S:00 a.m., C.D.T., on May 2. 2000 at 
the Enron Building in Houston. Texas. 

The following Directors were present, constituting a quorum, either in 
person or by telephone conference connection, where each of the participants 
could hear the comments by the other participants and join in the discussions: 

Mr, Kenneth L. Lay, Chaiman 
Mr. Robert A. Belfer 
Mr. Norman F. Blake, Jr. 

Mr. Ronnie C. Chan 
Mr. John H. Duncan 
Mr. Joe H. Foy 
Dr. Wendy L. Gramm 
Mr. Ken L. Harrison 
Dr. Robert K. Jaedioke 
Dr. Charles A. LeMaistre 
Ms. Rebecca Mark-Jusbasche 
Dr. Jolin Mendelsohn 
Mr. Paulo Ferraz Pereira 
Mr. Frank Savage 
Mr. Jeffrey K. Skilling 
Mr. John A. Urquhart 

Lord Jolm Wakeham ■ ■ ■ " 

Mr. Herbert S. Winokur, Jr. 

Director Jerome J. Meyer was absent from the meeting. The meeting began 
in executive session, during which Messrs. James V. Derrick, Jr. and Joseph W. 
Sutton and Ms. Rebecca C. Carter, all of the Company, were also in attendance. 
Messrs. Robert B. Butts, Richard A. Causey, and Mark E. Koenig, and Ms. 
Rosaiee T. Fleming, all of the Company, joined the executive session in progress 
as noted. 

The Chairman, Mr. Lay, presided at the meeting, and the Secretary. Ms. 
Carter, recorded the proceedings. 


U.S. Senate Permanent Subcommittee on Investigations 
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fomialization of accounting models, policies, and procedures relating to Enron 
Energy Ser\'ices, LLC (“EES"), Enron Broadband Services, Inc. (“EBS”), and 
Enron Networks. He stated that the CommiUee had received a report on AA’s 
fees for audit and oihei sendees provided to the Company. He noted that AA had 
five full-time panners and over 80 professionals in Houston who were focused on 
providing services to the Company. He then discussed an amended Audit and 
Compliance Committee Charter ("the Charter”) and he commented on the changes 
that had been incorporated. Dr. Jaedicke moved approval of the amended Charter, 
his motion was duly seconded by Mr. Foy, and carried, and the following 
resolution was approved: 

RESOLVED, that the Charier for the Audit and Compliance 
Committee of the Board of Directors be, and hereby is, approved and 
that a copy of the document be attached to the minutes as Exhibit A. 

Mr. Lay called upon Mr. Winokur to begin his report. Mr. Winokur stated 
that one of his acquaintances had told him of a situation at the Company in which 
an employee’s wife had been fatally injured and his children seriously injured 
while on vacation in Africa. He discussed the extraordinary efforts the Company 
had undertaken on behalf of the employee and his family to provide for medical 
assistance and evacuation from Africa. He commented that he was very proud of 
the Company for its response and the compassion it had shown in the situation. 

Mr. Winokur then reported on the Finance Committee meeting held on 
May 1, 2000. He slated that at the meeting the Committee had received the 
standard financial reports and that the outlook for the year appeared very positive. 
He stated that the Committee had also approved the following items for 
recommendation to the Board: I) Project Raptor, a transaction to establish a risk 
management program to enable the Company to hedge the prof t and loss volatility 
of investments, 2) the election of a neiv Treasurer and tWo L^eputy Treasurers of 
the Company, 3) the authorization for Incremental Debt, 4) a revision to the 
Transaction Approval Process to change the limits relating to divestitures, and 5) a 
revision to the Enron Corp Risk Management Policy to add additional 
commodities. Following a discussion, Mr. Winokur moved approval of the item's, 
his motion was duly seconded by Mr. Blake, and carried, and the revision to the 
Enron Corp. Risk Management Policy, as filed with the records of the meeting, 
and the following resolutions were approved: 

Project Raptor 

WHERE.AS, Enron Corp. (the "Company”) desires to 
consummate a series of risk management transactions involving (I) 
the issuance by a newly organized subsidiary entity of the Company 
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10 be named Harrier or a similar name ("Harrier") of a debt security 
(the "Harrier Note") in consideration of (a) the execution and 
delivery of liie Master Agreement described below and the Security 
Aareement described below, and (b) the contemporaneous issuance 
to Harrier by a newly formed entity ("Talon") to be owned indirectly 
by LJM2 Co-Investment, L. P. (together with its subsidiaries and 
affiliates, "LJM2") and Harrier of (i) an equity interest in Talon, and 
(ii) a debt security having a like tenor to the Harrier Note (the "Talon 
Note") to Talon, (2) the guarantee fay the Company of the 
indebtedness of Harrier under the Harrier Note and the performance 
of the obliaations of Harrier under the Talon Derivatives described 
below and of any affiliate of the Company under the Securilies 
Agreement described below, (3) the entry by the Company or such 
subsidiary of a series of agreements with Talon providing for the risk 
management by the Company against (a) fluctuations in value of, or 
returns receitable in respect of, equity securities (and derivatives 
with respect ihereto) designated By the Company or its subsidiaries 
and affiliates, including, without limitation, equity securities 
acquired or to be acquired by the Company in connection with its 
broadband activities and merchant assets generated in the Company's 
wholesale business, and (b) fluctuations in value of a number of 
shares of Common Stock of the Company to be agreed between the 
Company and LJM2 from a price to be established by agreement 
between the Company and LJM2 (the "ENE Derivative"), through 
the execution of a master agreement and related derivative securities 
and risk management transactions under the tenns agreed in the 
documents to be executed in connection with the transaction, (4) as 
partial consideration for the issuance of the Talon Note and equity 
interest in Talon, the entry by an affiliate of the Company and Talon 
of au agree., ,.nt (.lie "Securities Agreement") granting Talon the 
right to acquire an agreed number of shares of Common Stock of the 
Company in which such subsidiary presently owns an indirect 
beneficial interest, and (5) as partial consideration for the issuance of 
the Talon Note and equity interest in Talon, the assignment by the 
Company or an affiliate to Talon of rights to acquire shares of 
Common Stock of the Company (or equivalent value) (the ”UBS 
Transaction") arising from amendment of certain existing 
agreements between the Company and an international banking 
institution (collectively referred to herein as the "Transactions"); 

NOW. THEREFORE. IT IS RESOLVED, that the 
Transactions, including, without limitation, the execution and 
delivery by Harrier to Talon of the ENE Derivative and the 
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acquisition by Talon of shares of Company Common Stock, if any, 
issued in settlement of the EKE Derivative and the Securities 
Aareemenl, are hereby authorized and approved, that any actions 
taken by officers and officials of the Company prior to the date 
hereof with respect to the Transactions are hereby ratified, and that 
the Company shall proceed with the consummation of the 
Transactions in accordance with the resolutions hereby adopted; 

RESOLVED FURTHER, that the Transactions shall be 
subject to the following tenns and conditions (the "Board 
Conditions"): 

(j) the definitive contracts and agreements relating to the 
Transactions shall ha\’e such terms and conditions as are negotiated 
and approved by an officer of the Company or other person 
authorized and empowered to act pursuant to these resolutions, tlie 
execution of which by any such officer or person, in the name and 
on behalf of the Company, to be conclusive evidence of the approval 
by such officers or person of the contents thereof; 

(ii) the maximum aggregate principal amount of the Hanier Note 
to be issued by Harrier to Talon in connection with the Transactions 
shall not exceed S50 million and the interest rate payable thereon 
shall not exceed 7%; and 

(iii) the maximum number of shares of Company Common Stock 
(i) subject to the ENE Derivative shall not exceed 7.5 million shares, 
and the ENE Derivative shall provide that any payment required to 
be made by Harrier or the Company thereunder may be made in 
either cash or shares of the Company's Common Stoc'x, at the ■ 
Company's sole option, and (ii) issuable under the Securities 
Agreement shall not exceed 4.2 million shares; 

RESOLVED FURTHER, that each of the Chairman and 
Chief Executive Officer, the President and Chief Operating Officer, 
any Vice Chairman, any Executive or Senior Vice President, any 
Managing Director, or any Vice President is hereby authorized, 
empowered, and directed, with the power and authority of the full 
Board of Directors to the fullest extent permitted by law, to 
authorize and approve (or ratify if already executed or taken) all 
aEreements, instruments, and documents, and the taking of all 
actions, as any such officer may deem necessary, advisable, 
convenient, or proper to consummate the Transactions (subject, 
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however, in all respects, to the Board Conditions), including, without 
limitation: 

(i) all matters insofar as they affect the Company or any of its 
subsidiaries or affiliates associated with the fonnation of Talon and 
the acquisition by Harrier of an equity interest therein, including, 
without limitation, the execution and delivery of constituent 
agreements establishing Talon and the tenns thereof and the 
establishment of the amount and form of any capital contribution to 
be made to Talon in respect of Harrier's equity interest therein; 

(ii) the authorization, execution, and delivery of a guarantee 
aareement w hereby the Company guarantees the indebtedness under 
the Harrier Note and the performance of the obligations of Harrier 
under flic Talon Derivatives and of any affiliate of the Company 
under the Securities Agreement; 

(iii) the authorization, execution, and delivery of a master 

aareement (the "Master Agreement") providing for the genera! terms 
and conditions upon which the risk management activities 
contemplated by the Transactions will take place, the related form of 
the 1992 ISDA Master Agreement (Multicurrency-Cross Border), as 
modified by agreements of the parties and indh idual confimiations 
relating to particular transactions (collectively, the "Talon 
Dcrivafives"), and the security agreement granting the Company a 
security agreement in amounts received by Talon in order to secure 
Talon's obligations under the Talon Note, the Talon Derivatis es, and 
the ENE Sw'ap (the "Security Agreement"), in each case having such 
terms and conditions (including pricing terms) as such officer shall 
approve; " " 

(iv) the authorization, execution, and delivery of the Harrier Note 
with such terms and conditions (including pricing terms) as such 
officer shall approve; 

(v) the approval insofar as they affect the Company or any of its 
subsidiaries or affiliates of a fonn of note reprcse.nting the Talon 
Note and the issuance by Talon of such T alon Note; 

(vi) the authorization, execution, and delivery of a registration 
riahts aareement among the Company and Talon providing for, 
among other things, the registration of any shares of Common Stock 
of the Company! that may be delivered by the Company or its 
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affiliiJcs in performance of the ENE Derivative and the Securities 
Agreement, with such terms and conditions as such officer shail 
approve; and 

(vii) the negotiation, authorization, execution, and delivery of such 
other agreements, instruments, and documents relating to the 
Transactions, including, but not limited to, agreements affecting the 
UBS Transaction and agreements, instruments, and documents that 
provide, among other things, for the indemnification of third 
parties, and the payment of fees and expenses of third panics as 
such officer may deem necessary', advisable, convenient, or proper 
in connection w ith the Transactions or any other matters addressed 
by these resolutions; 

RESOLVED FURTHER, that in addition to the officers 
appointed above, Ben F, Glisan, Jr. is hereby appointed as agent and 
attoniey-in-fact of the Company and is authorized, empowered, and 
directed, with the power of the full Board of Directors, subject to 
control and direction by the Company, to the fulle.st extent permitted 
by law', to authorize and approve (or ratify if already executed or 
taken) all agreements, instmments, and documents, and the taking of 
all actions as such agent and attorney-in-fact may deem necessary or 
desirable and shall have all the pow'ers of an officer of the Company 
with respect to these resolutions (subject, however, in all respects, to 
the Board Conditions) solely for the purpose of consummating the 
Transactions; it is the intent of the Board of Directors that Mr. 
Glisan, in his capacity as agent and attoniey-in-facl of the Company, 
shall have all the duties, obligations, and responsibilities of an 
officer of the Company for purposes of the Transactions, as if he 
werean ofncei ofthe'CLimi/aiiy; - ■ 

RESOLVED FURTHER, that an aggregate of 7.5 million 
shares of Common Stock are hereby reserv'ed for issuance in 
settlement of the ENE Derivative referred to above in the event the 
Company elects to make settlement thereunder in shares of 
Company Common Stock; 

RESOLVED FURTHER, that the Company is authorized to 
issue such shares of Common Stock of the Company in settlement of 
the ENE Derivative and to offer and sell any such shares delivered in 
settlement of the Securities Agreement, and that upon any such 
issuance in accordance with the terms of the ENE Derivative and 
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Securiiies Agreement, such shares of Common Slock shall be validly 
issued, fully paid, and non-assessable; 

RESOLVED FURTHER, that if it is deemed necessary or 
advisable by the officers of the Company that the Common Stock 
issuable upon settlement of the ENE Derivative or the Securities 
Agreement be qualified or registered for sale under the applicable 
Blue Sky Laws or securities acts of any jurisdiction, or that a filing 
be made in any jurisdiction to secure or obtain an exemption from 
qualification or registration, the officers of the Company are each 
authorized to perform on behalf of the Company any and all such 
acts as any one or more of them may deem necessary or advisable in 
order to comply with such laws of such jurisdiction, and in 
connection therewith, to execute and file all requisite papers and 
instruments and to make any and all payments of filing, registration 
or other fees, costs, and expenses, and to take any and all further 
action in connection with the foregoing which any one or more of 
them shall deem necessary or advisable; 

RESOLVED FURTHER, that if the officers of the Company 
determine that it is desirable for the Company to do so, the Company 
may make application to the New York Slock Exchange, Inc, and 
one or more other national securities exchanges for listing of the 
Enron Common Stock to be issued in the Transactions; that the 
Chainiian of the Board, any Vice Chairman of the Board, the 
President, any Executive or Senior Vice President, any Managing 
Director, or any Vice President of the Company be, and they hereby 
are, authorized and directed to execute and deliver any applications, 
documents, or agreements, to take any and all actions, to appear 
oelore such exchanges if necessary, to appoint any banking or other 
institution as an agent of the Company for any purpose, and to do so 
or cause to be done any and all things as niay appear to them to be 
necessary or desirable in order to effect such listing; 

RESOLVED FURTHER, that the execution by any officer of 
the Company of any papers and instruments or the performance by 
any one or more of them of any act in connection with the foregoing 
resolutions shall conclusively establish their authority therefor from 
the Company and the approval and ratification by the Company of 
the papers and instruments so executed and the actions so taken; 

RESOLVED FURTHER, that the actions of the officers and 
employees of the Company acting under the supervision of the 
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officers hereiofore taken on behalf of the Company in connection 
with the above resolutions and the actions contemplated thereby, are, 
in all respects, confirmed and ratified, and the officers of the 
Company, together or individually, may take any and ail action and 
do any and all things, or direct the taking of such action or the doing 
of such things by employees of the Company acting under the 
supervision of the officer(s) as may be deemed by any of them to be 
necessary or advisable to effectuate the Transactions, and the taking 
of any and all such actions and the performance of any and all such 
things in connection with the foregoing shall conclusively establish 
their authority from the Company and the approval and ratification 
by the Company; and 

RESOLVED FURTHER, that the proper officers of the 
Company and its counsel be, and each of them hereby is, authorized, 
empowered, and directed (any one of them acting alone) to take any 
and all such further action, to amend, execute, and deliver all such 
further instruments and documents, for. and in the name and on 
belialf of the Company, under its corporate sea! or otherwise, and to 
pay a!! such expenses as in their discretion appear to be necessary, 
proper, or advisable to carry into effect the purposes and intentions 
of this and each of the foregoing resolutions. 


Officer Elections 


RESOLVED, that the following persons be, and each hereby 
is. elected to the position set forth opposite their names, to serve for 
the ensuing year and until their successors are duly elected and 
qualified: 


Ben F. Glisan, Jr, Vice President, Finance and Treasurer 

Timothy A. DeSpain Deputy Treasurer* 

Barry J. Schnapper Deputy Treasurer 


Incremental Debt Authority 


WHEREAS, the Company desires to effect the issuance and 
sale from time to time of incremental, unsecured senior debt in an 
agsregate amount not to exceed 51,000,000,000 (at exchange rates 
current at ihe date of issuance, if and to the extent all or any portion 
of such senior debt is denominated in a currency other than United 
States Dollars), for genera! corporate purposes, at interest rates, 
durations, and such other terms (including whether the debt will be 
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MINUTES 

MEETING OF THE BOARD OF DIRECTORS 
ENRON CORP. 

AUGUST 7-8, 2000 



Minutes of a meeting of the Board of Directors of Enron Corp. 
("Company") noticed to begin at 7:00 p.m., C.D.T,, but actually begun at 7:25 
p.m.. C.D.T.. on August 1 , 2000 at the Four Seasons Hotel, Whitney Room, in 
Houston, Texas. 

The following Directors were present, constituting a quorum: 

Mr. Kenneth L. Lay, Chairman 
Mr. Robert A. BelfW 
Mr. Norman P. Blake, Jr, 

Mr. Ronnie C. Chan 
Mr. John H. Duncan 
Mr. Joe H. Foy 
Dr. Wendy L. Gramm 
Mr, Ken L. Hannson 
Dr. Robert K. Jaedicke 
Dr. Charles .A. LeMaistre 
Ms. Rebecca P. Mark 
Mr. Jerome J. Meyer 
Dr. John Mendelsohn 
Mr. Paulo Fetraz Pereira 
Mr. Frank Savage 
Mr. Jeffrey K. Skilling 
Mr. John A. Urquhart 
Lora John \/akeharii 

Director Herbert S. Winokur was absent toin the meeting. Messrs. 
Richard A. Causey, .Andrew S. Fastow, Mark E. Koenig, and Joseph W. Sutton 
and Ms. Rebecca C. Carter, all of the Company, also attended the meeting. 

The Chairman, Mr. Lay, presided at the meeting, and the Secretary, Ms. 
Carter, recorded the proceedings. 

Mr. Lay called the meeting to order and called for a revised agenda to begin 
the meeting with the Financial and Earnings and Stock Performance reports. He 
called upon Mr. Causey to begin his presentation, a copy of which is filed with the 
records of the meeting. 


U.S. Senate Permapent Subcommittee on Investigations 

EXHIBIT #30a 
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empowered, and direciecl {any one of them acting alone) to lake any 
and all such funlier action, to amend, e.vecutc, and deliver ail such 
further instruments and documents, for and in the name and on 
behalf of the Company, under its corporate seal or otherwise, and to 
pay all such expetises as in their discretion appear to be necessary, 
proper, or advisable to carry into effect the purposes and intentions 
of this and each of the foregoing resolutions. 

Mr. Skilling then distributed a suggested form of resolutions relating to a 
proposed risk management program. Raptor HI. He stated that management was 
proposing Raptor II! to provide for the creation of up to two additional structures 
and related risk management transactions. He stated that Raptor III would be 
similar in structure to Raptor I and Raptor II, approved by the Board at the May 2, 
2000 meeting and by the Executive Committee at the June 22, 2000 meeting, 
respectively. He noted that Raptor III would provide additional mechanisms to 
hedge the profit and loss volatility of the Company's investments. Following a 
discussion, upon motion duly made by Mr. .Meyer, seconded by Mr. Ferraz, and 
earned, the following resolutions were approved: 

WHEREAS. Enron Coip. (the "Company") desires to 
authorize the creation of up to two additional structures and related 
risk management transactions similar to those approted by the 
Company’s Board of Directors on May 2, 2000 involving Hauier I 
LLC and Talon I LLC and by the Executive Committee of the 
Company's Board of Directors on June 22, 2000 involving Harrier I! 

LLC and Talon II LLC. including, without limitation, (1) the 
issuance by each of one or more existing or newly organized 
subsidiaries of the Company (each a "Subsidiary") of a debt security 
(each a "Subsidiary Note") in consideration of (a) the execution and 
delivery of a .Master Agreement desenbed below and a Security 
.Agreement described below, and (b) the contemporaneous issuance 
to Subsidiary by one or more entities (each an "Entity”) owned or to 
be owned directly or indirectly by LJM2 Codnvestmenl, L. P. 
(together with its subsidiaries and affiliates, "LJM2'') or another 
third-party entity and Subsidiary of (i) an equity interest in Entity, 
and (ii) a debt security having a like tenor to the subject Subsidiary 
Note (each an "Entity Note"), (2) the guarantee by the Company of 
the indebtedness of each Subsidiary under its Subsidiary Note and 
the performance of the obligations of Subsidiary under the subject 
Entity Derivatives and the Securities Agreement described below, 

(3) the guarantee by the Company of the performance of a 
Subsidiary's obligation lo purchase LJM2's (or other third-party 
entity’s) interest in an Entity upon the occurrence of certain events 
set forth in the subject Entity constitutional documents, (4) the entry 
by the Company or Subsidiary into a series of agreements with 
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Entity providina for the risk management by the Company against 

(a) fluctuations in value of. or returns receivable in re.spect of, equity 
securities (and derivatives with respect thereto) designated by the 
Company or its subsidiaries and affiliates, including, without 
limitation, equity securities acquired or to be acquired by the 
Company in connection with its broadband activities and merchant 
assets generated in the Company's wholesale business, and 

(b) fluctuations in value of a number of shares of Common Stock of 
the Company to be agreed between the Company and LJM2 (or 
ocher third-party entity, if applicable) from a price to be established 
by aareement between the Company and UM2 for other third-party 
entity, if applicable) (e.nch an “ENE Derivative"), through the 
execution of a master agreement and related derivative securities 
and risk management tians,aclions under the terms agreed in the 
documents to be executed in connection with the transaction, and (5) 
as partial consideration for the issuance of a Subsidiary Note and 
equity interest in an Entity to a Subsidiary, the entry fay such 
Subsidiary and Entity into an agreement (each a "Securities 
Agreement") granting Entity the right to acquire an agreed number 
of shares of Common Stock of the Company in which Subsidiary 
will own (after giving effect to the transactions contcmplaied by 
these resolutions) an indirect beneficial interest, and (6) any types or 
combinations of transactions or series of transactions similar to 
those outlined in (1) through { 5 ) of this paragraph (transactions (1) 
through (6) collectively refened to herein as the "Transactions"). 

NO'ft'. THEREFORE. IT IS RESOLVED, that the 
Transactions, including without limitation, the execution and 
delivery by each Subsidiary of a Subsidiary Note, an Entity 
Derivatives described below, and a Securities .'Agreement, the 
execution and delivery by the Company of each ENE Derivative uno 
the guarantee agreements refened to above and the acquisition by 
any Entity of shares of Company Common Stoek-, if any, issued in 
settlement of an ENE Derivative and a Securities Agreement, are 
hereby authorized and approved subject to the following terms and 
conditions (the "Board Conditions"): 

(j) specific Transactions must be approved and authorized by 
either the Company’s Chairman and Chief Executive Officer 
or President and Chief Operating Officer, 

(ii) subject to the immediately preceding clause (i), the definitive 
contracts and agreements relating to the Transactions shall 
have such terms and conditions as are negotiated and 
approved by an officer of the Company or other person 

29 


AASCGa.0073.378 



322 


authorised and empowered to act pursuant to these 
resolutions, the execution of which by any such officer or 
person, in the name and on behalf of the Company, shall be 
conclusiNC evidence of the approval by such officers or 
person of tlie contents thereof; 

(iii) the maximum aggregate principal amount of each Subsidiary 
Note or other debt instrument to be issued by a Subsidiary in 
connection with the Transactions shall not exceed S50 
Million and the stated interest rate payable thereon shall not 
exceed 79c; 

fv) the maximum aggregate principal amount of all Subsidiary 
Notes or other debt instiuments contemplated by the 
immediately preceding clause (iii) shall not exceed SlOO 
Million; 

(vj the maximum number of shares of Company Common Stock 
(a) subject to each ENE Derivative shall not exceed 8.0 
million shares, and (b) issuable under each Securities 
Aareement shall not exceed S.O million shares; and 

(vi) the maximum number of shares of Company Common Stock 
(a) subject to all ENE Derivatives contemplated by the 
immediately preceding clause (v) shall not exceed 16 million 
shares, and (b) issuable under all Securities Agreements 
contemplated by the immediately preceding clause (v) shall 
not exceed 16 million shares; 

RESOLVED EURTHER. tha' each of the Chairman and 
Chief Executive Officer, the President and Chief Operating Officer, 
any Vice Chairman, any Managing Director, any Vice President, 
and the Treasurer or any Deputy Treasurer isDereby authorized, 
empow ered, and directed, with the power and authority of the Board 
of Directors to the fullest extent permitted by law, to authorize and 
approve (or ratify if already executed or taken) all agreements, 
instruments, and documents, and the taking of all actions, as any 
such officer may deem necessary, advisable, convenient, or proper 
to consummate the Transactions (subject, however, in all respects, to 
the Board Conditions), including, without limitation; 

(i) all matters insofar as they affect the Company or any of its 
subsidiaries or affiliates associated with the formation of each 
Entity and the acquisition by a Subsidiary of an equity 
interest therein, including, without limitation, the execution 
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and delivery of constiiiient agreements establishing an Entity 
and the terms thereof uiid the establishment of tl;e amount 
and form of any capital contribution to be made to an Entity 
in respect of a Subsidiary's equity interest therein; 


(ii) the aiilhorizatioii, execution, and delivery of each guarantee 
agreement whereby the Company guaratiiees the 
indebtedness under a Subsidiary Note and the performance of 
a Subsidiary's obligations under an Entity Derivatives and a 
Securities Agreement; 

(iii) the authorization, execution, and delivery of each guarantee 
agreement w hereby the Company guarantees the performance 
of a Subsidiary's obligation to purchase LJM2's (or other 
iliird-pariy’s) interest in an Entity upon the occurrence of 
certain events set forth in the Entity constitutional 
documents; 

(iv) the authorization, execution, and delivery of one or more 
ma.ster agreements (each a "Master .Agreement") providing 
for ilie general terms and conditions upon which the risk 
management activities contemplated by the Transactions 
will take place, the related form of the 1992 ISDA Master 
.Agreement (Multicurrency-Cross Border), as modified by 
agreements of the parties and individual confirmations 
relating to particular transactions (collectively, the "Entity 
Derivatives"), and the security agreement granting the 
Company and a Subsidiary a security interest in amounts 
received by Entity in order to secure Entity's obligations 
under an Entity Note, Entity Derivatives, and ENE 
Derivative (each a "Security Agreement"), in each case 
having such terms and conditions (including, without 
limitation, pricing terms) as such officer^all ,approve; 

(v) the authorization, execution, and delivery of each Subsidiary 
Note and Securities Agreement, in each case, with such 
term.s and conditions (including, without limitation, pricing 
terms) as such officer shall approve; 

(vi) the approval insofar as they affect the Company or any of its 
subsidiaries or affiliates of each form of note representing an 
Entity Note and the issuance by an Entity of such Emii\' 
Note: 
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(vii) the authorization, execution, and delivery of each 
regisiration rights agreement between the Company and an 
Entity providing I'or, among other things, the regisiration of 
any share.s of Common Stock of the Company that tnay be 
delivered by ilie Company or ils affiliaies in peiformance of 
an ENE Derivative and a Securities Agreement, with such 
terms and conditions as such officer shall approve; and 

(viii) the negotiation, authorization, execution, and delivery of 
such other agreements, instruments, and documents relating 
to the Transactions, including, but not limited to, documents 
relating to each ENE Derivative and agreements, 
instruments, and documents that provide, among other 
things, for the indemnification of third parties, and the 
payment of fees and expenses of third parties as such officer 
may deem necessary, advisable, convenient, or proper in 
connection with the Transactions, or any other matters 
addressed by these resolutions: 

RESOLVED FURTHER, that an aggregate of 16.0 million 
shares of Company Common Slock are hereby reserved for issuance 
in setilenieni of the ENE Derivatives refemed to above in the event 
the Company elects to make settlement thereunder in shares of 
Company Common Stock; 

RESOLVED FURTHER, that the Company is authorized to 
issue such shares of Common Stock of the Company in settlement of 
ENE Derivatives, and to offer and sell any such shares delivered in 
settlement of any Securities Agreement and that upon any such 
issuance in accordance with the terms of the subject ENE Derivative 
and Securities Agreement, such shares of Common Stock shall be 
validly issued, fully paid, and non-assessable; 

RESOLVED FURTHER, that if it is deemed necessary or 
advisable by the officers of the Company that the Common Stock 
issuable upon settlement of an ENE Derivative or Securities 
Agreement be qualified or registered for sale under the applicable 
Blue Sky Laws or securities acts of any jurisdiction, or that a filing 
be made in any jurisdiction to secure or obtain an exemption from 
qualification or registration, the officers of the Company are each 
authorized to perform on behalf of the Company any and all such 
acts as any one or more of them may deem necessary or advisable in 
order to comply with such laws of such jurisdiction, and in 
connection therewith, to execute and file all requisite papers and 
instruments and to make any and all payments of filing, registration 
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or other fees, costs, and expenses, and to take any and all further 
action in connection with the foregoing which any one or more of 
them shall deem necessary or advisable; 

-RESOLVED FURTHER, that if the officers of the Company 
determine that it is desirable for the Company to do so, the 
Company may make application to the New York Stock Exchange, 
Inc. and one or more other national securities exchanges for listing 
of the Company Common Stock to be issued in the Transactions; 
that the Chairman of the Board, any Vice Chairman of the Board, 
the President, any Executive or Senior Vice President, any 
.Managing Director, any Vice President, the Treasurer, or anv 
Deputy Treasurer of the Company be. and they hereby are, 
authorized and directed to execute and deliver any applications, 
document, or agreements, to take any and all actions, to appear 
before such exchanges if necessary, to appoint any banking or other 
institution as an agent of the Company for any purpose, and to do or 
cause to be done any and all things as may appear to them to be 
necessary or desirable in order to effect such listing; 

RESOLVED FURTHER, that the execution by any officer of 
the Company of any papers and instruments or the performance by 
any one or more of them of any act in connection wdth the foregoing 
resolutions .shall conclusively establish their authority therefore from 
the Company and the approval and ratification by the Company of 
the papers and instruments so executed and the actions so taken; 

RESOLVED FURTHER, that the actions of the officers and 
employees of the Company acting under the supervision of the 
officers heretofore taken on behalf of the Company in connection 
with the above resolutions and the actions contemplated thereby are, 
in all respects, confirmed and ratified, and the officers of the 
Company, together or individually, may take anynand all action and 
do any and all things, or direct the taking of such action or the doing 
of such things by employees of the Company acting under the 
supervision of the ofricer(s) as may be deemed by any of them to be 
necessary or advisable to effectuate the Transactions, and the taking 
of any and all such actions and the performance of any and all such 
things in connection with the foregoing shall conclusi\ ely establish 
their authority from the Company and the approval and ratification 
by the Company; and 

RESOLVED FURTHER, that the proper officers of the 
Company and its counsel be, and each of them hereby is, authorized, 
empowered, and directed (any one of them acting alone) to take any 
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and all such furiher action, to amend, e.xecute, and deliver all such 
further insirunients and documents, for and in the name and on 
behalf of the Company, under its coiporate seal orotheiwise, and to 
pay ail such expenses as in their discretion appear to be necessary, 
proper, or advisable to carry into effeci.the purposes and inlenlions 
of this and each of the foregoing resolutions. 


There being no further business to come before the Board, the meeting 
djourned at 1 1:20 a.m., C.D.T. 




Secretary 
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ENRON DEAL SUMMARY 

DEAL NAME: Raptor 

Date Completed: .April iS, iiUUU 

Originated: Enron Corp. 

Investment .Analyst: Chris Loehr 

Expected Closing Date; 4/13200 

Investment Type; Equity 

Expected Funding Date; 5/04/00 



INVESTME.NT 

LJM2 CapUaf Commitment S 30,000,000 


DEAL DESCRIPTION 

Talon 1 LLC (“Talon") is a special purpose entity organized for the purpose of entering into certain derivative 
transactions. LJM2, through its 100% voting control of Talon, has the unilateral ability to make the investment decisions 
for Talon and is not contractually obligated to c.xccutc any cterivitive trartsactions with Enron. UM2 will e.xecute 
derivative transactions with Harrier ( LLC (“Harrier"), a wholly-owned subsidiary of Enron, to the extent those 
investment decisions are aligned with LJM2*s investment objectives. Enron, through Harrier, will offer L/M2 the 
opportunity to execute derivative insmiments relating to both public and private energy and tclccommurtication 
investments made by Enron. 


transaction SUMM.AKY 

» On April 21, 2000, LJM2 will purchase 100% of the voting interest in Talon for SjO.OOO.OOO 

• Talon is a bankruptcy remote, special purpose vehicle that will be capitalized with: 

• LIMl’s capital investmcni 

• A series of for^vard sales on Enron shares {S50O million of gross value bur S3 jO million of net value after a 30% 
liquidity discount has been ascribed given the restrictions imposed on the underlying shares) resulting in ultimate 
ownership by Taion of Enron common stock 

» The sale of puts on [7 million] Ewon shares wth a strike of fSS7.50]. a maturity in {six months] from close and a 
premiumdue of fS6] per share. 

• In exchange for the above capitalization. Talon vvill provide Harrier: (i) a S400 nulliDti note whose principal is 
convertible into derivatives, and (ii) a special limited partnership interest to Talon Initially valued at S ! .OCO. 

• To limit Talon's exposure to the mark-to-market movements of the underlying derivative cratisactions. Talon and 
Harrier agree to linut the notional amount of swaps and premiums paid as follows: (i) up to Sl.5 billion notional value 
of at-th« -money swaps, (ii) up to S400 million of net premiums on other derivative transactions, and (lit) up to SI 
billion of loss on premium paid derivatives. 

• LJM2 will have a fair market value put for its membership interest in Talon that allows UM2 to put its interest back to 
Harrier in the event that LJM2 has not received the greater of S4l million or a 30% IRR by October 31, 2000. Enron 
has provided support for Haertcr’s financial obligation under such an event in the form of a guaranty, 

■ At the maturity of the structure. Talon will liquidate the excess value, if any, of the Enron shares under the forward 
sales over the derivative losses, if any, at Talon and any principal outstanding on the Talon note. The e.xcess proceeds, 
if any, will be distributed to LJM2 and Harrier in accordance with their capital accounts and the distribution waterfall. 


INMISTME' OETL’^N SU) V ' ARY 
Base Case Return . 

It is expected that Talon will have earnings and cash sufficient to distribute S4l million to UM2 within six months, 
yielding an annualized return on investment to LiM2 of 76.S% , . ^ - 

Disnibutiofts 

Talon’s distributions to equity holders will be limited by earnings at Talon. To the e.xtcnt there are earnings and sufficient 
cash to distribute, distributions will be made according to the following waterfall: 

• First, S4 1 million to LJM2 

• Second, distributions as necessary until LJM2 receives a 30% IRR over the term of the structure (unless the IRR 
was achieved through the 54 1 million distribution above) 

• Tnird, 100% to the special iiraiied partnership interest. Harrier! LLC, a wholly-ownedsubsidiary of Enron 


U»S. Senate Permanent Subcommittee on Investigations 

(Source : April 18, 2000, Enron and LJM2 I>jal Af^roval Sheets: Raptor.) 
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Fair Market Value Pul 

In fhe event that UM2 has not received the greater of S4l million ora 30% IRR on its investment by October 31, 2000, 
LiM2 will have a fair market value put whereby LIMZcanput its interest in Taioo back to Harrier. The fair market value 
of the mendjcrship interest is determined largely by Enron's stock price and is summarized below; 


Enron Stock Price 

Fair Maritet Put Value 

UM2 IRR 

rS57.50l 

541.0 million 

76.3% 

fS48.95] 

534.5 million 

30.0% 

1543.35] 

530.0 million 

0.0% 


Expenses 

Enron has agreed to cover all of LJM2's accounting and legal expenses related to this transaction. Enron will cover 
expenses related to Formation of the structure as wdl as ongoing e.tpenscs. 
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approvals 

Name 

Signature 

Date 

Business Unit Originator 

Ben Gllsan 


S-lZ-Ob 

Business Unit Legal 

- \cr\ 
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LJM2 APPROVAL SHEET 

This Appfovai Sheet should be used to approve Baron's participauon ia any transactions involving UM Cayman, L.P. ("UMf) o 
LJM2 Co-Investment, L.P. ("UM2"). UMl and UM2 will collectively be referred to as This Approval Sheet is in addinor 

to (not in lieu of) any other Boron approvals that may be retnwred. 


GE1VBR.AL 
Deal name: Raptor 

Dace Approval Sheet completed: April 13. 2000 ' , 

Enron person completing this form; Trashar Patel 
Expected closing date: May 4. 2000 
Business Unit: Enron Corp. 

Business Unit Ongmator; Ben'Gfisan 

This transaction relates to OLJMI and'or 3LJM2. 

This transaction is □ a sale by Enron Da purchase by Enron Da co-sale with Enron Da co-purchase with Enron and/or 
0other; creation of hedging structure . 

Pefson(s) negotiating for Enron: Ben Glisan 
Personfs) negotiating for UM; Michael Kopper 
Legal counsel for Enron; Vinson & Elkins 

Legal counsel for LJM; Kirkland ic Ellis 

DEAL DESCRIPTION/ 

Talon I LLC (‘Talon") is a special purpose entity organized for the purpose ofentcnng into certain derivative cransactions. UM2, 
through its IC0% voting control of Talon, has the unilateral ability to make the investment decisicr4 for Talon and is not contractually 
obligated to execute any derivative transactions with Enron. LJM2 will c.xccutc derivative cransacnons with Harrier I LLC 
(“Harrier"), a wholly-owned subsidiary of Enron, to the extent those investraeat decisions are aligned with LJM2's investment 
objectives. Enron, through Harrier, will ofTer LJM2 the opportunity to e.xec’jte derivative instruments relating to both public and 
private energy and telecommunication investments made by Enron. 


ECONOMICS 

Talon's distributions to equity holders will be limited by earnings at Talon. To the extent there arc earnings and sufficient cash to 
distribu'.;, ■••Uff’Latluus will 0;, made according to the followj/ig waterfall;. .. .. 

• first, S4l million to UM2 

• Second, distributions as necessary until UM2 receives a 30% IRR over the term of the structure (unless the IRR was achieved 

da^augh the S4 1 million distribution above) - 

• Third, 1 00% to the special limited partnership interest. Harrier ( LLC. a wholly-owned subsidiary of Enron 


DASH 
See attached. 
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UM APPROVAL SHEET 

Page 2 

ISSUES CHECKLIST 

1. Sa!e Options 

a. If this iransaciion is a sale of an a^ei by Enron, which of ihc following options were considered and rejected; 

□ Condor DJEDI 11 OThird Parry DDirect Sale. Please explain: Not a sale of an asset by Enron 

b. Will this transaction be the rr.os: beneficial alremaiivc to Eriron? SlVes QNo. If no. please explain: . 

c. Were any other bids/offers received in connecrion v«dth this transaction? OYes 0No. Please explain; Private 

scrucnifcd finance transaction 

2. Prior Obligations 

a. Does this transaction involve a Qualified Investmem (as defined in the JEDI II partnership agreement)? QYes 0No. If 

yes, please explain how this issue was resolved: . 

b. Was ibis transaction required to be offered to any other Enron afftliaic or other party pursuant io a contractual or other 

obiigation? OYes 0No, If yes, please explain; 

3. Terms ofTransaction 

a. What are -he benefits (financial and otherwise) to Enron in this transaction? DCash flow DEamings 
0Oihcr; Ability to hedge mark-io- market cxposrirc on investments in publicly and privately held companies 

fa. Was this transaction done strictly on an arm’s-length basis? EJYcs ^No. If no, please explain: 

c. Was Enron advised by any third party that this transaction was not fair, from a financial perspective, to Enron? 

□Yes 0No. If yes, please explairt; ^ • 

d. Arc all UM expenses and out-of>pocktt costs (including legal fccs).bcing paid by UM? DYcs 0No. If . no, is 

this market standard or has the economic impact of paying any expenses and om-of-pocket costs been considered when 
responding to items I.b. and 3.b. above? 0Yes ONo. 

4. Compliance 

a. Will this transaction require disclosure as a Cenain Transaction in Enron’s proxy sratcmeni? 0Ycs DNo. 

b. Will this transaction result in any compensation (as defined by the proxy rules) being paid to any Enron employee? 
□Yes 0No. 

c. Have all Enron employees' involvement in this transaciioa on behalf of UM been waived by Enron’s Office of the 
Chairman in accordance with Enron's Conduct of Business Aflaixs Policy? 0Yes DNo. If no, please explain; 


d. Was this transaction reviewed and approved by Enron’s Chief Accounting OfftccT? 0Yes ONo. 
e Was this transaction reviewed and approved by Enron’s Chief Risk Officer? 0Ycs ONo, 

f, Has the Audit Cominifiee of the Em'on Cu*'p. Board of Directors reviewed all Enron/UM mnsactions within the past 
twelve months? OYes 0No. (The Audit Committee has not held a meeting since UM2's forTnation.) Have all 
recommendations of the Audit Commirtcc relating to Enron/UM transactions been taken into account in this 
^ transaction? OYes QNo. 
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UM APPROVAL SHEET 
Page 3 


approvals 

Business Unit 
Business Unit Legal 
Enron Corp. Legal 
Global Finance Legal 
RAC 

Accounting 

Executive 


Name 

BenGlisan 

Signature 

Date 

6- 


Rex Rogers 


5 

Scott Sefton 


S-%x-oo 

RickBuv HTjUi 

JL^l. L 

„■ 

“ i 

Rick Causev 



JcfTSkilling 




P,US{A#l»1»v»| dtK 
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C:o Texc messa 
Original Massage: 


one uiore choughr before we calk (acCually^^^JP thoughc; . 
would ic make sense cor you co run your conCemplaCed crades byl 


issue may involve your comforc in direccir.g us co make er.ror. 
cransaccions so 

soon afcer deparcurs igiver. ecfecoive dace of separacion agreemen 


from a hedge, ' marker, , and volacilicy perspeccivs. i chir.k your decisinr. 
and 

Ciming is righc on. your equicy posicion remains encirely roncencracsc 
in 

enron. stock, your mark-co-marksc weaich is down sigr.ricancly this ysar, 
markets have had a nice rebound from cerrorisc accacks, and you are 
caking 

advantage of the turbulent market conditions through selling viiac.ilicy 
(call options) as a partial hedge against a portion of your economic 
shares 

owned through in the money options. 


assuming that you are able to get your pains webber brckc. to fur.c.3 


us today (he has had instructions for over a week and has not been 
responsive), we should be ready to act on your instructions tcasday. 


|and i will call you this morning to follow up. 



My thought process is that I believe th,ac Che stock h,as limited uoside 

on Investialiam 

EXHIBIT #33a 
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In 

the near cern\ and, in fact, has some downside exposure. I would rather 
short calls at this point than to buy puts and my thinking is to do 
something relatively short term and probably close to the money, so your 
nov 

30 ‘s and jan 30 's would probably provide the best opportunity, I am- not 
too 

worried about liquidity right now and I have paid quarterly tax payments 
so 

the end of year or april 15 tax payment is roanagable . My biggest 
question . - 

right now is liquidity in the options themselves. It has been a long 
time 

since I really looked at trading volume, wHat kind of vol'ime do they 
trade? 

I will call you later today. 



a few thoughts and <Tuestions (more questions than thoughts); 


1) probably taDcing conventional, exchange-traded short-call options 
secured _ 

(initially) by cash, as unrestricted shares transfer we 

can 

substitute shares for cash. 


2 ) i assuming chat the option trade is based on, a thought Chat the stock 
has 

limited upside (and you wish to reduce exposure to concentrated 
position) as 

opposed Co huge near-term price risk, thus, recommend shorting a call, 
as . . 

opposed: CO buying a put. 

3) how far out in time were you thinking on the option expiration? from 
a 

time-skew volatility perspective, at-the-money call volatility declines 
from 

59 november to 57 january to 53 april to 46 jan 03 . 100 day historic 
volatility in stock a 56 (although near-teno higher) . 

4) how far in/out of the money were you thinking? looking at the price 
strike skew, from 10% out of money to 10% in; november 65 vs 59; jan 58 
vs 

55; april 53 vs 53; jan 03 47 vs 45. 

5) i was thinking of selling either jan 02 35 calls for $3.40 or april 
35 

calls for $4.60 (if that gives sufficient downside protection), 
alternatively, you have upside from existing out of money option, what 


2 
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uti)ect: RE: option trades 


) cuasday late ruornicig should work well; nd:ntially happy 
we are officially closed), buc ancertaiaing- out o: town 


uO neec. monday 
brouhsr . 


) 

o 


i am in all week, so mid-week execucioa worics 
sic in with me should you desire. 


you are welcome 


) still need Co sec later data for us Co oresenc investma-nc plan to you 
wa will not: be ready by tuesday) . 


alk to you soon. 

Original Message 


'rora : 

lentjThursday^Oc^ber 04, 2001 5:47 PM 
‘o: 

lubjecc: RE: option trades 


: thinlc wa should begin thinking about shorting January calls on say 

ihLas°at or near the money, wa should shoot for midweek or so 

reek. Thera, are a nu.-aber of analyse reoorts out cnac are rei.-,ir_crving 

UD. tlie_a£ack_and wich a little help from the market, they may get a 

gie points out of it ovar the next few days. I can beam, soma casn into 


Itomorrow or monday. t would also like to get 


iccounc 'at| 

Jn^MOTSy or Tuesday. I can come over probably lace morning on one of 
:hos€ 
lays . 


Inal Message 

'rom: 

Sent 

Tc'-i 

Subject: RE: option 


1) open interest in many strikes around 1000 coni.rac>-s. 

2) don't worry too much, as Che more interesting nu.mber relates to 
Liquidity 


r 
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MEMORANDUM 

T 0 : Ken Lay, Grey Whalley, and Mark Fre vert 

From; Frank Luntz 

Re: Initial Focus Group Observations & Recommendations 

Date: October 19, 2001 


OVERVIEW 

The words I am about to write are direct, strong and may startle you but I am convinced 
of their accuracy. “ 

I realize that at the end of the day, most of what I say here will he boiled down in terms 
of your bottom line: profitability and productivity. But that is exactly why you will hear me use 
words like crisis and emergency. From associates to VPs, your employees are telling us that 
these issues take up serious amounts of time during their workday. The negative environment 
they are working in has become more than just a distraction. It is now a barrier to the 
“excellence” and “perfonnance" that Enron values so highly. 

Having helped a number of large companies through similar problems, I can tell you 
firsthand that employees who are basically content with d^ir jobs perform more efficiently and 
more effectively on a day-to-day basis. Employees who. are frosnated at die levels we saw this 
week, tend to be less focused and less willing to give 1 1 0% when it matters most. So as I said 
before, this all comes down to your bottom line. 

Your employees at the associate, manager, director and Vp level made it very clear to us 
tfiat they see amorale crisis among their colljsagues at Enron. Surer'we live in unstable times, 
Enron prides itself on innovadon and compeution, and the precipitous drop in the stock price 
undoubtedly contributes to their expressions of insecurity and unease. But in listening to the four 
employee focus groups (stratified by level in the company), they are all waiting with growing 
impatience for senior management to provide a more clearly defined and less chaotic path toward 
the future. 

The intensity and uniformity of responses cannot be dismissed. From systemic problems 
with HR to the lack of a corporate vision, there is a consensus at all four employee levels that 
Enron is at a crossroads and that the path you take in the comirjg moDths_^U determine whether 
you succeed in retaining and building a satisfied workforce or cause a mass exodus of 
employees. 
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I must admit some surprise at how candid your employees were with me. I chink one 
reason was that several people recognized me fiom my television work and that helped them 
realize that this was a serious effort to understand' whal employees really felt. But I must still 
emphasize that these are only “qualitative” results - a scientific quantitative survey will come 
later- We were looking for the kind of intensity and depth-of-responsc that only a focus group 
can deliver. And we certainly found it. 

If you take only one thing away from this document, it should be this: your greatest 
asset and most powerful tool for communicating to employees is your CEO. Employees want 
to see Ken Lay’s face. They want to hear from him and be led by him. Across the board, from 
associates to VPs, employees agree than in the midst of the employee crisiSy any major initiative 
must be led by Ken if it is to have any chance of succeeding. 

You also know too well the impact that the slock price holds on employee morale. The 
problem is that there is still the nagging belief that the message delivered to “the street” is still 
different than the message delivered to employees. Yes, as the stock price rises, some employee 
dissatisfaction will dissip^c. But there axe also a number of other employee issues that are 
definitely under your control. And that is what I want to address here. 


OBSERVATIONS 

{!) Instability & Chaos: We began each focus group by asking for a single word to 

describe Enron as a place to work. One theme stood out clearly above everything else: 
chaos, instability and uncertainty. In their own words, “this can sometimes be a good 
thing, but most of the time it ’s dysfunctional and disorganized. The left hand doesn 't 
seem to know what the right hand is doing. ” In each group, it was very clear that this 
sense of instability is not a new phenomenon. Rather, for better and now for worse, it has 
become a part of the Enron culture. 

No observation can illustrate the point more clearly than this: of the 30 associate and 
manager-level employees we spoke to, 26 were actively planning or discussing their 
exit strategies from Enron. Why? Most felt they had to. But this doesn't mean tdey 
want to. Of all the various options we offered employees that would better define the 
“excellence” of Enron, nothing scored better than the following statement: ‘Svorking to 
make a place where employees stay for the long-run and build lasting relationships.” 

Your employees simply feel that the possibility of a bad PRC review, having their 
business unit dissolve underneath them, or just plain bad (or lack of) corporate planning 
from the top down gives them little choice. 

Not surprisingly, your VPs echoed the very same words we heard coming from your 
associates. They feel that “there is a sense of chaos in our everyday work. It ’s a 
symptom of the lack of an overriding strategy at the top and it 's starting to define 
practically everything . '' They see this instability in their day-to-day work and they know 
that tensions arc only getting wofse. 
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(2) Reorpanization: Each of the four employee groups reacted to the number of "re-orgs ” 
in much the same manner - svith frustration and roiled eyes. Employees unanimously felt 
that the never-ending reorganization efforts not only makes communication difTicult in 
the company, but it gives them little or no time to adjust or feel comfortable in their jobs. 
Employees do understand the need to restructure the company and adjust to a 
changing market> But five or six reorganizations in an 18-month period are too 
many — to the point that they are a major impediment to job performance. 

This sentiment was echoed in all the groups. Bu^tt came up most loudly with the 
directore. “ When you have five or six re-orgs in a year, it just leads to chaos. The 
managers need at least keep the re-orgs long enough to see results. " In this manner, 
reorganization and instability are intricately linked. 

(3) Waiting for the Roadmap: At all levels of the company, employees are looking for a 
clear vision for the future of Enron and an understanc^g of their place in it. One of the 
VPs expressed the view that “or a company, we 're still sujfering from small-business 
syndrome. We 're a major corporation still acting like a dot.com startup. " But there is a 
positive side to this perception. Unanimously, employees want to hear that vision 
articulated. And they want to hear it from Ken Lay. 

None 0 f the employees seemed intimidated by new business opportunities. Most lake 
great pride in the innovation and ingenuity of Enron. But they want to know that there is 
a “game-plan.” Your VPs are particularly concerned that there appears to be no long 
term thinking, strategy or game plan from the corporate leadership. They want to know 
that their leaders have a path to follow. And they want their CEO to explain it to them. 


(4) The Corporate Divide: As a company, Enron recruits a special caliber of employee. 
People join Enron feeling they are truly the “best of the best.” And most of them are. 

But it took only a matter of minutes to uncover the split between traders and everyone 
else. It took even less time to elicit the frustration that many employees have from seeing 
those same deal-makers put into managerial positions without any managerial experience 
whatsoever. 

. • • V - 

'^Deal-makers do not necessarily make great leaders. " This cliche was mentioned 
verbatim by each level of employee. Across the board, people felt that the deal-maker 
moved up the corporate ladder regardless of other abilities (or lack of) while 
implemented were too often forgotten. With a premium being placed on closing deals, 
most people feel that no one in the corporate leadership truly cares about those charged 
with executing the deals and making them actually produce profit. 
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This attitude came up most forcefuliy with your vice-presidents. It speared to affect 
them most personally. They feel that "there is no apparent reward for trying to be a 
team leader." And this only makes their jobs more frustrating. With responsibility for 
improving morale largely on their shoulders, most feel it is "utterly unrealistic " to expect 
any real progress in the current environment. 


(5) The PRC: None of this is new to you but the iniensity of this reaction cannot be 
overstated. I could very easily write an entire analysis on just the PRC and its effect on 
morale. It would start by saying that you must be able to understand the PRC as your 
employees understand it. At its heart, the PRC is seen as a punitive process, not an 
incentive policy. It is /lor viewed as a reward system. It is »o/ viewed as a meritocracy. 
It is viewed as a punishment. 

In addition to being seen as a penalty, the PRC is regarded as a highly politicized process 
that too often depends on the ability of a supervisor to defend his employees against the 
other members of the committee. As one employee put it: “*/ all comes down to how 
good yourmanager is at defending you. I was told / had a pretty good score going in, 
but then the committee bumped me down and there was nothing he could do about it. " 
The extent of this frustration is best illustrated by our written exercises. Among 
associates and managers, the number one step for improving morale is a PRC 
appeals process for employees who feel their assessments are unfair or biased. 

The PRC process also illustrates the level of disconnect between lower and upper-level 
employees. Among Associates, most in our groups did not know how the PRC actually 
worked. And even fewer had heard about the “Laying It On the Line” memo. Almost 
none of the associates understood the changes to the PRC that were taking place. In 
associates and managers alike, most wished their supervisors would explain the system 
better for them. But among directors and vice-presidents, there was a slightly clearer 
understanding of the process. Still, few were aware of the specific changes underway. 

(6) Trust and the HR Department: This is an important point because it highlights an 

^ interesting disconnect between tniddle-management and th^rest of the staff. Among 

managers and directors, “an improved HR department where employees can have 
concerns acted upon without any fear of reprisal” was consistently ranked as a top step 
for improving morale. Among associates and vice-presidents, it was consistently at the 
bottom of the list. 

Managers expressed repeated annoyance that their conversations with HR representatives 
were disclosed to others in the company. They were-even more frustrated with the HR’s 
inability to respond to problems and return phone calls in a timely manner. But these 
concerns arc generally limited to middle management, perhaps because these are the 
people who deal most closely with HR on a day--to-day basis. 
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RECOIvmTENDATtONS 


I offer these initial recommendations without the benefit of a scientific survey. 
Please accept them as such: 

(1) Take. advantage of vour most valuable asset - Kea Lav: When it comes to all the key 
attributes in delivering a corporate message that your employees will believe and accept - 
- credibility, confidence and trust — Ken is your most powerful weapon. A personal 
commitment from Ken Lay will go further than the entire executive team combined. The 
VPs told us quite directly that "any initiative, unless it is headed up and presented to the 
employees by Ken, will fail.. .absolutely. " 

This is not a warning. It is an opportunity. 

Talk about positive change. Talk about employee morale in terms of where you will be 
five to ten years down the road. Talk about changes in tenns of the innovation that has 
helped Enron in the past. When these words come from Keiu employees will listen. 

But whatever you do, be very careful with where and how he focuses his message. The 
PRC is a classic example of the type of policy he should be staying away from. 
Employees associate the PRC with Jeff Skilling and the last thing you want is for that 
negative association to shift to Ken. So pick your messages very carefiiUy. 


(2) At every occaslop. do aot lost write in a wav that vou will understand. Write so that 
vour employees will understand vou: At first, this may seem like a vague 
recommendation. But I am putting it up front for a specific reason. It is integral to every 
other recommendation I can make. And the PRC is a good example of this point. Most 
of the employees who read the “Laying It On the Line” letter did not understand the 
changes discussed in it. Unfortunately, it was probably not home run that you were 
looking for. 

Employees need to see side-by-side exactly how the system used to be and what 
specifically will be different from now on. Simply staled, they need a side-by-side 
explanation of the old and the new. And they needed to know how those changes will 
impact their everyday lives. That’s what I mean wh«i I say communicate in their terms, 
not yours. 
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(3) Memos must be backed up and remforced by group discussions with immediate 
supenisors: The disconnect between employee and their supervise!^ is striking up and 
down the corporate ladder. Focusing again on the PRC, any policy changes need to be 
followed-up with supervisors holding small staff meetings and explaining the changes 
that are happening. This is specifically what associates and managers asked for in the 
focus groups. They are less concerned with towm-hall style meetings and Q & A sessions 
with their vice-presidents. But they do want an in-person explanation whenever major 
policies 3IQ being revised. 

(4) Compensate management for mandatory training sessions: Associates criticize the 
lack of training in their supervisors and it is a source of daily frustration. .As I have 
mentioned before, your employees are keenly aware that good deal-makers to not 
necessarily make good managers. Supervisors admit that what little training is offered is 
rarely taken seriously. If you want your managers to have the leadership skills necessary 
for doing their job, then training needs to be made a priority. And executives need to 
recognize and rewad those who treat it as such. 

(5) Bring back emplovee mentoring and one-on-oae ^^coachfag” from senior employees; 
Both associates and managers ranked this among their top choices for improving morale. 
They want greater access to their superiors. And the want the cut~to-the~chase, no- 
nonsense advice that only this sort of training can provide. 

Make no mistake, most associates will be happy to get whatever positive “face-time" they 
can gat with their executives. But this is an opportunity to improve both training and 
communication in the same effort. Directors responded favorably to this idea and ranked 
it among their higher choices. And many of the VTs remembered similar policies from 
Enron’s past. They expressed lihle adversity to getting involved and seemed willing to 
help their lower-level employees. 

(6) Consider a PRC appeals process to ensure fairness and accountability during 
reviews: When it comes right down to it, nearly all your employees feel the same about 
the PRC process. They regard it as a biased system that islbo often used for posturing 
rather than rewarding. If you intend to keep these reviews in place, something needs to 
be done to make them seem more systematic and (ess politicized. 

This particular recommendation may not be the answer you go with in the end. But it is 
one th^ is regarded very favorably among all the employees we spoke to. Changing the 
criteria for review is seen as the best way to bring better accountability into the actual 
review process. .When your employees regard the PRC system as an unfair tool used for 
penalizing, then a change needs to be made. And among associates and managers, this 
was their number one choice for doing so. 
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(7) PRC restructuring must integrate the concept of teamwork: This is a theme that 

came up several limes in each focus Fie^y, the directors we were talking to 

iasistsd thal we add the concept to one of our writteo exercises. When we did that, it was 

' consistently ranked as die number one choice for improving employee morale. VPs 
voted unanimously that they want to sec greater recogaitioa of 

teamwork in the compensation process.” 

I realize that this is easier said than done. But employees at all levels fee! that their team 
efforts are not being recognized in the PRC process. Non-tradere feel that their abilities 
to itnplsment and execute deals hold no wei^t during their performance reviews. 
Employees want these efforts recognized. They want credit for the teamwork that they 
believe is integral to Enron’s success. 

(8) Devote less time to online forums and e-soluttons: t do not know how much effort 
cu.rrently goes into maintaining these tools. But of the 56 employees we talked to, only 2 
picked these efforts as something that demoostrates commtmicatian at Enron. My 
intention is not to attack these solutions. Employees showed no signs of being 
dissatisfied with their ser/ices. But there was little indication that online discussions 
were nuking a si^ficant impression in either direction. 

Quite Sankiy. they rarely came up at all. Only when we asked direct questions did 
employees mention then at all. None ofthem were ever mentioned byname. So what 
do they want instead? They want a personal statement from Ken Lay. They are not 
looking for chat-rooms and message boards. They what to actually see Ken and hear his 
voice. So some of that effort is probably better spent elsewhere. 

(9) Create a significaat PUBLIC effort to revitalize Enron core valu^: I am putting 
this recomm^jdaticn last for a specific reason. We touched briefly on this idea during 
the wrap-up session following the focus groups. Frankly, this is a topic better discussed 
iu person. Employees need something big to show them that things are rrdy different 
now at Enron. Too manyfeci they have been through tlus routine before. A major 
aclion/effort can go very far in showing employees that rea! changes are in effect and that 
things are really going to be different from now on. 

One focus group participant commented that "I’ve been in four employee morale 
discussions and noihing ever seems to change. Why should now be any dijferenit" You 
have an. opportunity' to show employees that their concerns are being taken seriously and 
acted upon. That sentiment has never -racisted before. It's a powerful message that will 
only come from taking an equally powerful stance. 
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CONCLUSION 

, Alter talking to and listening to employees at all levels of the company, I can safely say 
that I have never seen an employee discomiect so apparent that it actively turns the workplace 
into a negative environment. I realize that this is a harsh statemeni to make, but it is exactly 
what I’m hearing from your employees. And witiiait a solution in place, that negativity tends 
-only to feed on itself and get worse. 

Our focus groups showed us quite clearly that >^ur employees are looking for leadership 
and a message from Ken Lay. They are waiting for that message and a clear plan of action. But 
they don’t want just words. They want actions to back up those words. That is why some of 
my Fecommendations have been message oiiented and others are tough policy solutions. 

My goal here is not to make Enron employes love their jobs. But it is important that 
negativity and frustration be eliminated enough to turn the workplace back into the positive 
environment it should be. When you achieve that - and you certainly can - you will see 
performance levels increase across the board. That is why these issues are so important. 

As I said in the beginning, these ars based solely on what we are hearing in the focus 
groups. They are based on qualitative rcsulte. . .not polling numbers. The next step is to back up 
each recoramendation with empirical data from the company as a whole. That will allow us to 
prioritize each step and produce a more concrete course of action. 

I look forward to that next step. 
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A FEW WORDS FROM YOUR VPs 
(apologies for the language but these are the exact words) 

“Change is good. You can’t have too much change. But there needs to be s'tability in what people do.” 

“What people are defining as chaos now we would probably have defined as creativity and 
entrepreneurship a year ago. But the bloom is off the lily rigid now.” 

_“The chaos is symptom of the lack of an operating strategy. Mostpeople don’t think the top leadership 
have their shit together.” 

“There is chaos in the company that starts at the lop and filten down. There’s the feeling that we don’t 
follow our own bullshit.” 

‘it’s utterly unrealistic to mdniain morale when the people above us don’t play the game properly.” _ 

‘if you look at people who made it to senior levels, they reflect the old Enron, You did it Individually and 
you did it by making deals. We have a legacy ofpromoting people who were good individually but not 
necessarily as a team,” 

■“The Enron line, the verbiage that has nothing to do with how it is run. People are rewarded for alf the 
wrong things.” 

‘i tell my guys how great things are. 1 say all the right things to them but in the back of my mind I know 
the truth.” 

“Infoimation travels around here so quickly. When our executive management says one thing and others 
know the truth, you get a problem. Look at today. People don’t feel like they’re getting the straight story 
right now, and the Street is sending back the same message.” 

**m**m*m**m-4 

Note: All nine VP pariicipanis defined the current employee situation as a crisis. . 
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Ken Lay’s Repayment of Cash Loans 
By Transferring Enron Stock Back to Enron 


Date 

Action 


Repayment of $4 Million loan with stock. 

12/28/00 

Repayment of $4 Million loan with stock. 

02/01/01 

Repayment of $4 Million loan with stock. 

04/30/01 

Repayment of $4 Million loan with stock. 

05/14/01 

Repayment of $4 Million loan with stock. 

05/30/1 

Repayment of $4 Million loan with stock. 

06/12/01 

Repayment of $4 Million loan with stock. 

06/19/01 

Repayment of $4 Million loan with stock. 

06/22/01 

Repayment of $4 Million loan with stock. 

06/26/01 

Repayment of $4 Million loan with stock. 

06/27/01 

Repayment of $4 Million loan with stock. 

06/29/01 

Repayment of $4 Million loan with stock. 

07/26/01 

Repayment of $4 Million loan with stock. 

08/20/01 

Repayment of $4 Million loan with stock. 

08/23/01 

Repayment of $4 Million loan with stock. 

08/24/01 

Repayment of $4 Million loan with stock. 

08/30/01 

Repayment of $4 Million loan with stock. 

Ce/04/01 

Repayment of $4 Million loan with stock. 

10/23/01 

Repayment of $1.5 Million of $4 Million loan with stock. 

10/24/01 

Repayment of $1.7 Million of $6 Million loan with stock. 

(Handwritten note - $3.5 Million advance on same day) 

10/25/01 

Repayment of $550,000 of $5.8 Million loan with stock. 

10/26/01 

Repayment of $2,275 Million of $7.25 Million loan with stock. 


Prepared by the U.S. Senate Permanent Subcommittee on Investigations, May 2002 
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From; Kenneth L. Lay 

Subje Enron Line of Cradit 
ct: 


OFPtCSsO 


53i3 TC SB6 

Interoffice 

Memorandum 


Departm Executive 

Date: November 20, 2G00 


This ser/es as notice of my intent to repay my outstanding loan balance of S4.00Q,OOQ plus interest 
in full with shares of Enron stock as of Oiis day, November 20, 2000. 



CC: Elaine Overturf 
Mary Joyce 
Bob Butts 
Rocky Emery 


]^. Sea;ilc ?erman.»»r ^bcommitlee on Iwvpsfip arinT.^ 

EXHIBIT #36b 


KLL-OIHI 


CONTIDENTfAL TREaTMEXT 
RBQUESTED by KENNETH LAY 


Rasnaet 


inffiOffry 


CammunicatEan 


£-calt«nc8 
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JOB STATES REPORT • 


N'CV 20 20k. & .02 PM 

CHAlrtMAjr S 0PF:C£ 


JOS 


#3 25 


DATE T mZ 
OGl 11/20 a:01P 


TO/r?.CM MCDE MIJt/S£C PCS STATUS 

713 654 4755 EC--S 00' IS" 201 C'>: 



Kmrvih L Uiy 
OSurauit nd 


Enron Carf. 
?.aa«jL»i 
Htnuan. TX ~2S:-nK 
?rJ-i£-iT3 
f'fr7IWS3-ci:3 

November 20, 2000 


Rocky Emery 
Paine Webber, fnc. 

Private Client Group 

109 N. Past Oak Lane. Suffe 153 

Housten, TX 77Q24 

RE; Sale of 49,950 shares of Enron Corp. to Company for Repayment of 
$4,000,000 LOC plus accrued interest through November 20, 2000 

Dear Rocky: 

This letter Is your authority to transfer 49. S50 shares of Enron Corp. stock 
from the stock optlo n_awara. Grant #S108, with an exercise date of S/27JOO in 
Paine WebbeMc^ MHIIMIHIto the Enrcn Corp. Omnious Paine Webber 
Acct.flHMmiby Monday. November 27th. 

■prease'cail aheme Gibocv. at 7f2/630-91C3 should you have any 
questior\s, 


Sincerely. 




0 sKa.ti 
X 

TvOo'B.HSI.Sq 


CC: Elaine Overturf 
Pare Butlsr 
Joanne Cortez 
Sherrie Gibson 


^ 1" 7‘t.4'9 C«^ii 

CL>‘l>n f /^CLfued ^ 5^ Z . t 7 

KLL-01U5 ~ " 


U.S. Senate Permanent Subcommittee on Investigatiops 


C0N7IDENTLAL TREATMENT 
REQUESTED BY KENNETH L^.Y 
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Copyright 2002 The New York Times Company 
The New York Times 

March 1, 2002, Friday, Late Edition - Final 
SECTION: Section A; Page 1; Column 5; Business/Financial Desk 
LENGTH: 1569 words 

HEADLINE: ENRON'S MANY STRANDS; EXECUTIVE COMPENSATION; 

Enron Paid Huge Bonuses in '01; Experts See a Motive for Cheating 

BYLINE: By KURT EICHENWALD 

BODY: 

The Enron Corporation paid its executives huge one-time bonuses last year as a 
reward for hitting a series of stock-price targets ending in 2000 — the very time, 
investigators now say, when corporate officials were improperly inflating the 
company's profits by as much as a billion dollars. 

The bonus payments and other special cash distributions include some $320 
million paid Just 10 months before Enron's collapse into bankruptcy, according to 
company records. Legal experts said that the payments could provide strong 
evidence of a motive for the financial machinations that investigators think 
distorted the company's reported performance and ultimately led to Its demise. 
Without those efforts, the profit and stock price levels required to obtain the 
money almost certainly would not have been reached. Details of the bonuses -- as 
well as other payments totaling more than $432 million made to almost 2,000 
corporate executives during the two years before Enron's collapse — are 
described in spreadsheets and data maintained on the corporate computers, 
information that has been obtained by federal prosecutors. Copies of the 
spreadsheets were also obtained by The New York Times. 

An l^ron spokesman said that bonus payments atThe company were linked to a 
variety of factors, and did not differ significantly from similar programs offered by 
other companies. "They were all performance-based programs, which is pretty 
standard for most corporations," the spokesman, EricThode, said. 

However, former prosecutors said that given the size of the payments and their 
direct tie to stock price and earnings performance, the program used by Enron 
was almost certain to find its way into any criminal case that prosecutors might 
ultimately decide to pursue. 

"A strong financial motive is probably the best evidence a prosecutor can get to 
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promote or to establish criminal intent," said Stephen Meagher, a former federal 
prosecutor who handled white-collar cases and who now represents whistle- 
blowers. "The levels of compensation that we are talking about here would 
certainly seem to be a powerful incentive for anyone to do anything." 

Current and former Enron executives said that the one-time payments — under a 
program known as the Performance Unit Plan — had been awaited for several 
years, and that their distribution ultimately contributed to an exodus of executives 
throughout the ranks of the company beginning last March and continuing through 
the early fall. 

"Everybody knew that money was coming, and was hanging on for it," one former 
executive said. "Once it was paid, a lot of people who wanted to move on decided 
that the time had come." 

In addition, executives received large bonuses at almost the same time, with the 
amount based in large part on the earnings of the company — figures that 
investigators for a special committee of the Enron board have concluded were 
inappropriately inflated by company executives. 

"This is powerful new evidence of potential fraud," said Eli Gottesdiener, one of 
several lawyers representing Enron workers in suits arising out of losses to their 
retirement savings as a result of the stock's price collapse. "It shows yet another 
way — beyond just the already unusually high volume of insider stock sales — that 
top Enron insiders concretely and personally benefited from what appears to have 
been an intentional manipulation of the company's books." 

The payments to Individuals, according to the data, were huge. For example, 
Andrew S. Fastow, the former chief financial officer whose complex series of 
partnerships were used to hide debt and bolster profits, was issued a $350,000 
check on Jan. 11, 2001. A few weeks later, on Feb. 5, Mr. Fastow received a check 
for $1,3 million. That was followed two days later by another payment, of just 
under $1.4 million. 

The records show the final payment to Mr. Fastow was issued twice on the same 
day, and Enron executives said such double listings mean that two checks were 
issued; that could not be independently verified. 

Michael J. Kopper, another executive who worked closely with Mr. Fastow on the 
partnerships, also received multiple payments early last year. On Feb. 5, a check 
was issued to him for $800,000, the records show; the next day, a check was cut 
for just under $603,000. Another check was written to Mr. Kopper on Aug. 10, for 
$905,000, but that amount was part of a severance agreement, records show. 

A third executive whose roie is being examined by prosecutors, Ben F. Glisan Jr., 
received smaller sums. The records show that a check was issued in his name for 
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$600,000 on Feb. 5, followed by a second check the next day, for $69,223. 

Two Enron executives who were primarily responsible for reviewing the 
partnership dealings to protect against conflicts of interest also profited from the 
reports of strong financial performance made possible by those transactions. 
Richard A. Causey, the recently dismissed chief accounting officer, was paid 
$350,000 on Jan. 11, foliowed by $1 million on Feb. 5; that same day, a second 
check was issued in his name for $200,000. Richard B. Buy, the chief risk officer, 
was paid $75,000 on Jan. 11; $900,000 on Feb. 5; and $695,000 on Feb. 7. The 
records show another $695,000 payment that same day, although again it is not 
clear if this is a repeat from a data error or the record of an actual check. 

Some of the largest payments went to the top officers. Kenneth L. Lay, then the 
chairman and chief executive, received a check for $3.6 million on Jan. 11, and 
then one for $7 million on Feb. 5. Jeffrey K. Skilling, then the president and chief 
operating officer, received $1.9 million on Jan. 11, and $5.6 million on Feb. 5. As 
required by law, those payments were disclosed in the company's filings with the 
Securities and Exchange Commission. 

The records also describe in detail the $55 million in bonus payments that were 
handed out to an array of top executives immediately before the company's 
collapse, to ensure their continued employment at the company. For example, 
Jeffrey McMahon, the former treasurer and current president and chief operating 
officer, received a $1.5 million bonus on Nov. 29. At the beginning of 2001, on 
Feb. 5, he received a check for $1.1 million; the next day, another check was 
issued to him for just under $700,000. 

The long-term payments were made under the Performance Unit Plan, a four-year 
program that compensated executives with cash if Enron’s total shareholder 
return — a combination of dividends and the increase in the stock price — ranked 
sixth or greater compared with a number of alternative investments. Those 
comparisons included the performance from 1997 through 2000 for 11 industry 
peers, the Standard & Poor's 500-stock index and 90-day Treasury bills. 

Almost every decision that ultimately led to the company's collapse -- including 
the establishment of a series of partnerships known as UM2, Chewco and Raptor, 
which an investigating committee of the board concluded were used to bolster 
earnings improperly — was made during the time frame of the Performance Unit 
Plan. 

Before that period, company filings with the S.E.C. show, Enron's stock 
performance was comparatively lackluster. A $100 investment in Enron stock in 
1995 would have been worth $159.58 by 1998, compared with $210.85 for a $100 
investment in the same time period in the S.& P. 500. 

But, with many of Enron's poor-performing assets being shifted into the 
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partnerships, earnings — and the stock perfornnance — became supercharged in 
the next two years. By 1999, that $100 invested four years before wouid have 
been worth $251.60 — just under the $253.61 vaiue of the investment in the stock 
index. The foiiowing year, as the shakeout in technoiogy stocks began, Enron 
stock vanquished the competition. It wouid have been worth $474.61, compared 
with $227.89 for the S.& P. investment. 

The differences in performance appear to be reflected in the data on the 
spreadsheets. With no muitiyear bonuses coming due, and with the company's 
performance in 1999 below that of 2000, the payments that went out for the 
earlier year are dramatically lower. 

The data — which purport to be all checks issued of more than $50,000 over the 
last two years — show only $23 million in such checks issued in 2000. There is the 
possibility that the data are incomplete, however; the first such check to appear 
on the spreadsheet was issued on Feb. 3 of that year, meaning either that earlier 
data are missing or that the payment is indeed the first one of 2000. 

The annual bonuses were financed out of a pool established as a percentage of 
after-tax net income, according to S.E.C. filings. In other words, the smaller the 
company's reported profits, the less money there was to be distributed in the 
bonus pool. 

A report from the board special committee concluded earlier this month that 
company executives intentionally manipulated the company's profits, inflating 
them by almost $1 billion in the year before Enron's collapse through byzantine 
dealings with the partnerships. 

According to the report, Enron entered into a series of transactions with the 
partnerships controlled by Mr. Fastow that served no economic purpose other than 
to manipulate reported profits. An independent third party would never have 
entered into such dealings, the committee concluded. 
httpi//www. nytimes.com . 

GRAPHIC: Photo: Jeffery K. Skilling and other top Enron executives got big 
bonuses for bolstering the stock in 2000. (Associated Press)(pg. C6) 

Graph: "Big Payments" 

The following is a list of Enron executives and the bonuses and other payments 
they received in 2001. Many were for hitting profit and stock price targets during a 
period when, investigators say, the company inflated profits. Only amounts over 
$50,000 are shown. 

NAME: Kenneth L. Lay 
CHECK AMOUNT: $3,600,000 
DATE (2001): Jan. 11 
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day. Enron executives said that such multiple appearances indicated separate 
checks were issued, but because that could not be confirmed, only one check is 
listed here. 

(pg. C6) 

LOAD-DATE: March 1, 2002 
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Big Payments 

The foltowing is a list of Enron 
executives and Uie bonuses and 
other payments they tecetv^d in 
2001. Many were for hitting profit 
and stock price targets'during a 
period when. Investigators say, the 
company inflated profits. Only 
amounts ovo" $^,000 are shown, 



CHECK 

PATE 

NAME 

AMOUNT 

{2001} 

Kenneth L. 

$3,600,000 

Jan. 11 

Lay 

7,000,000 

Feb, 5 

Jeffrey K, 

1,920,000 

Jan. 11 

Skilling 

5,600,000 

Feb. 5 

Kenneth 

1.750,000 

Feb. 5 

Rice 

1,467,500 

Feb, 5 


262,500 

Feb, 5 


1,617,011 

Feb. 7* 

Jeffrey 

1,100.000 

Feb. 5 

McMahon 

694.862 

Feb. 6 


1,500,000 

Nov. 29 

John Clifford 

200,000 

Jan. 1 1 

Baxter 

1,200,000 

Feb, 5 


1,386,055 

Feb. 7 

Andrew S. 

350,000 

Jan. 1 1 

Fastovr 

1,300.000 

Feb. 5 


1,386,055 

Feb, 7- 

Richard A. 

350,000 

Jan. 11 

Causey 

1.000,000 

Feb. 5 


200,000 

Feb. 5 

Michael J. 

800,000 

Feb.S 

Kopper 

602.671 

Feb. 6 


905,000 

Aug. 10 

Richard B. 

75,000 

Jan, 11 

Buy 

900,000 

Feb. 5 


694,862 

Feb. 7* 

Mark 

175,000 

Jan. 1 1 

Haedicke 

400,000 

Feb. 5* 


808,346 

Feb. 6 


141.461 

Feb. 6* 


750,000 

Nov. 29 

James V. 

484.000 

Jan. 11* 

Derrick Jr. 

800.000 

Feb. 5* 

Ben F. 

600.000 

Feb. 5 

Glisan Jr. 

69,223 

Feb. 6 


'Documents show that another check 
was issued in the same amount on the 
same day. Biron executives said that 
such multiple appearances Indicated 
separate checks vwe issued, but 
because that couW not be confirmed, 
only one check is listed here. 
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SECURITIES AND EXCHANGE COMMISSION 
WASHINGTON, D. C. 20549 
Form 10-K 

FOR THE FISCAL YEAR ENDED DECEMBER 31, 1999 


16 RELATED PARTY TRANSACTIONS 

In June 1999, Enron entered into a series of transactions involving a third party and LJM Cayman, L.P. 
(LJM). LJM is a private investment company which engages in acquiring or investing in primarily 
energy-related investments. A senior officer of Enron is the managing member of LJM's general partner. 
The effect of the transactions was (i) Enron and the third-party amended certain forward contracts to 
purchase shares of Enron common stock, resulting in Enron having forward contracts to purchase Enron 
common sh^es at the market price on that day, (ii) LJM received 6.8 million shares of Enron common 
stock subject to certain restrictions and (iii) Enron received a note receivable and certain financial 
instruments hedging an investment held by Enron. Enron recorded the assets received and equity issued 
at estimated fair value. In connection with the transactions, LJM agreed that the Enron officer would 
have no pecuniary interest in such Enron common shares and would be restricted from voting on matters 
related to such shares. LJM repaid the note receivable in December 1999. 

LJM2 Co-Investment, L.P. (LJM2) was formed in December 1999 as a private investment company 
which engages in acquiring or investing in primarily energy-related or communications-related 
businesses. In the fourth quarter of 1999, LJM2, which has the same general partner as LJM, acquired, 
directly or indirectly, approximately $360 million of merchant assets and investments from Enron, on 
which Enron recognized pre-tax gains of approximately $16 million. In December 1999, LJM2 entered 
into an agreement to acquire Enron's interests in an unconsolidated equity affiliate for approximately $34 
million. Additionally, LJM acquired other assets from Enron for $1 1 million. 

At December 31, 1999, JEDI held approximately 12 million shares of Enron Corp. common stock. The 
value of the Enron Corp. common stock has been hedged. In addition, an officer of Enron has invested in 
the limited partner of JEDI and from time to time acts as agent on behalf of the limited partner's 
management. 

In 1999, Whitewing acquired approximately $192 million of merchant assets from Enron. Enron 
redOgnized no gains or losses in connection with these transactiOns'T ' 

Management believes that the terms of the transactions with related parties are representative of terms 
that would be negotiated with unrelated third parties. 


U.S. Senate Permanent Subcommittee on Investigations 
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SECURITIES AND EXCHANGE COMMISSION 
WASHINGTON, D. C. 20549 
Form 10-K 

FOR THE FISCAL YEAR ENDED DECEMBER 31, 2000 
ENRON CORP. 


16 RELATED PARTY TRANSACTIONS 

In 2000 and 1999, Enron entered into transactions with limited paitnerships (the Related Party) whose general partner's 
managing member is a senior officer of Enron. The limited partners of the Related Party are unrelated to Enron. Management 
believes that the terms of the transactions with the Related Party were reasonable compared to those which could have been 
negotiated with unrelated third parties. 

In 2000, Enron entered into transactions with the Related Party to hedge certain merchant investments and other assets. As part 
of the transactions, Enron (i) contributed to newly- formed entities (the Entities) assets valued at approximately S 1 .2 billion, 
including $150 million m Enron notes payable, 3.7 million restricted shares of outstanding Enron common stock and the right to 
receive up to 18.0 million shares of outstanding Enron common stock in March 2003 (subject to certain conditions) and (ii) 
transferred to the Entities assets valued at approximately $309 million, including a $50 million note payable and an investment 
in an entity that indirectly holds warrants convertible into common stock of an Enron equity method investee. In return, Enron 
received economic interests in the Entities, $3 09 million in notes receivable, of which $259 million is recorded at Enron's 
carryover basis of zero, and a special distribution from the Entities in the form of $1 .2 billion in notes receivable, subject to 
changes in the principal for amounts payable by Enron in connection with the execution of additional derivative instruments. 
Cash in these Entities of $172.6 million is invested in Enron demand notes. In addition, Enron paid $123 million to purchase 
share-settled options from the Entities on 21.7 million shares of Enron common stock. The Entities paid Enron $10.7 million to 
terminate the share-settled options on 14.6 million shares of Enron common stock outstanding. In late 2000, Enron entered into 
share-settled collar arrangements with the Entities on 15.4 million shares of Enron common stock. Such arrangements will be 
accounted for as equity transactions when settled. 

In 2000, Enron altered into derivative transactions with the Entities with a combined notional amount of approximately $2. 1 
billion to hedge certain merchant investments and other assets. Enron's notes receivable balance was reduced by $36 million as a 
result of premiums owed on derivative transactions. Enron recognized revenues of approximately $500 million related to the 
subsequent change in the market value of these derivatives, which offset market value changes of certain merchant investments 
and price risk management activities. In addition, Enron recognized $44.5 million and $14.1 million of interest income and 
intesest expense, respectively, on the notes receivable from and payable to the Entities. 

In 1 999, Enron entered into a series of transactions involving a third party and the Related Party. The effect of the transactions 
was (i) Enron and the third party amended certain forward contracts to purchase shares of Enron common stock, resulting in 
Enron having forward contracts to purchase Enron common shares at the market price on that day, (ii) the Related Party received 
6.8 million shares of Enron common stock subject to certain restrictions and (iii) Enron received a note receivable, which was 
repaid in December 1999, and certain financial instruments hedging an investment held by Enron. Enron recorded the assets 
received and equity issued at estimated fair value. In connection with the transactions, the Related Party agreed that the senior 
officer of Enron would have no pecuniary interest in such Enron common shares and would be restricted from voting on matters 
related to such shares. In 2000, Enron and the Related Party entered into an agreement to terminate certain financial instruments 
that had been entered into during 1999. In connection with this agreement, Enron received approximately 3.1 million shares of 
Enron common stock held by the Related Party. A put option, which was originally entered into in the first quarter of 2000 and 
gave the Related Party the right to sell shares of Enron common stock to Enron at a strike price of $71.31 per share, was 
teiminated under this agreement. In return, Enron paid approximately $26.8 million to the Related Party. 

In 2000, Enron sold a portion of its dark fiber inventory to the Related Party in exchange for $30 million cash and a $70 million 
note receivable that was subsequently repaid. Enron recognized gross margin of $67 million on the sale. 






361 


In 2000, the Related Party acquired, through securitizations, approximately $35 million of merchant investments from Enron. In 
addition, Enron and the Related Party formed partnerships in which Enron contributed cash and assets and the Related Party 
contributed $17.5 million in cash. Subsequently, Enron sold a portion of its interests in the partnerships through securitizations. 
See Note 3. Also, Enron contributed a put option to a trust in which the Related Party and Whitewing hold equity and debt 
interests. At December 3 1 , 2000, the fair value of the put option was a $36 million loss to Enron. 

In 1999, the Related Party acquired approximately $371 million, merchant assets and investments and other assets from Enron. 
Enron recognized pre-tax gains of approximately $16 million related to these transactions. The Related Party also entered into 
an agreement to acquire Enron’s interests in an unconsolidated equity affiliate for approximately $34 million. 
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UNITED STATES SECURITIES AND EXCHANGE 

COMMISSION 

WASHINGTON, D.C. 20549 

FORM 10-Q 

For the quarterly period ended SEIT^MBER 30, 2001 
ENRON CORE. 


DESCRIPTION OF RESTATEMENT ITEMS (continued) 

On November 8, 2001, Enron released information in a Form 8-K regarding the two UM limited partnerships formed by Enron’s 
former chief financial officer, his role in the partnerships, the business relationships and transactions between Enron and the 
partnerships, and the economic results of those transactions as known thus far, and transactions between Emon and certain other 
Enron employees. Following is the information that was provided. 

THELJM LIMITED PARTNERSHIPS AND TRANSACTIONS WITH ENRON. UMl andUM2 (collectively, UM) are 
private investment limited partnerships that were formed in 1999. Andrew S. Fastow was (from inception through July 2001) the 
managing member of the general partners of UMl andUM2. Enron believes that the UM partnerships have as limited partners 
a significant number of institutions and other investors that are not related parties to Enron. These partnerships are a subject of 
the Special Committee's investigation and it is possible that this investigation will identify additional or different information 
concerning matters described herein. 

Enron, like many other companies, utilizes a variety of stmemred financings in the ordinary course of its business to access 
capital or hedge risk. Many of these transactions involve "special purpose entities," or "SPEs." Accounting guidelines allow for 
the non-consolidation of SPEs with the sponsoring company's financial statements in certain circumstances. Accordingly, certain 
transactions between the sponsoring company and the SPE may result in gain or loss and/or cash flow being recognized by the 
sponsor, commonly referred to by financial institutions as "monetizations. " 

The UM Partnerships. Enron believes that, under the UMl and UM2 limited partnership agreements (as with many similar 
agreements in private equity investing), the general partners are entitled to receive a percentage of the profits in excess of their 
portions of total capital contributed to the partnerships depending upon the performance of the partnerships' investments. Enron 
also believes that the general parmers are entitled to receive annual management fees based in pan on formulas that take into 
account the total amount of capital committed and/or invested by the limited partners. Enron now believes that Mr. Fastow 
earned in excess of $30 million relating to his UM management and investment activities. Enron believes that the initial capital 
commitments of all partners to UMl were $16 million, and aggregate capital commitments of all partners to LJM2 were $394 
million. 

UMl and UM2 were described to the Enron Board of Directors as potential sources of capital to buy assets from Enron, 
potential equity partners for Enron investments and counterparties to help mitigatejisks associated with Enron investments. The 
Board also was informed ±at UMl and UM2 intended to transact business with third parties. Prior to approving Mr. Fastow’s 
affiliation with UM 1 and UM2, the Board determined that Mr. Fastow's participation in the partnerships would not adversely 
affect the interests of Enron. The Board approved the initial transaction with UMl and recognized that Enron could (but was not 
required to) engage in additional transactions with LJM. 

The Board directed that certain controls be put into place relating to Mr. Fastow's involvement with the partnerships and 
transactions between Enron and the partnerships. The Board required review and approval of each transaction by the Office of the 
Chairman, the Chief Accounting Officer and the Chief Risk Officer. The Board also recognized the ability of the Chairman of the 
Board to require Mr. Fastow to resign from the partnerships at any time and directed that the Audit and Compliance Committee 
conduct annual reviews of transactions between Enron and UMl and UM2 completed during the prior year to ensure the 
Board's requirements as to controls were met. Whether these controls and procedures were properly implemented is a subject of 
the Special Committee's investigation, 

Enron believes that, as of July 31, 2001, Mr. Fastow sold his interests in UMl andUM2 to Michael J. Kopper, and that Mr. 
Fastow ceased to be the managing member of UM's general partners. Prior to that time, Mr. Kopper reported to Mr. Fastow as a 
non-executive officer of an Enron division. Mr. Kopper resigned from Enron immediately before Enron believes he purchased 
Mr. Fastow's interests in UM. Mr. Fastow is no longer working for Enron. 
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General Summary of LIM Transactions. From June 1999 through September 2001, Enron and Enron-related entities entered into 
24 business relationships in which LJMl or LJM2 participated. These relationships were of several general types, including: (1) 
sales of assets by Enron to LJM2 and by LJM2 to Enron; (2) purchases of ^bt or equity interests by LJMl or IJM2 in Enron- 
sponsored SPEs; 

(3) purchases of debt or equity interests by UMl or LJM2 in Enron affiliates or other entities in which Enron was an investor; 

(4) purchases of equity investments by UM 1 or LIM2 in SPEs designed to mitigate market risk in Enron's investments; (5) the 
sale of a call option and a put option by LJM2 on physical assets; and (6) a subordinated loan to LJM2 from an Enron affiliate. 
The financial results of these transactions are summarized below. 
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The estimate was based on a 36% discount off the market price on the date of issuance for shares that were restricted and 
estimated proceeds received by LJM from the sale of the unrestricted shares. 

(d) This amount represents Enron's estimated fair value of the six investments made by UM that remained outstanding as of 
September 30, 2001. 

Sales of Assets. In June 2000, LJM2 purchased dark fiber optic cable from Enron for a purchase price of $100 million. LJM2 
paid Enron $30 million in cash and the balance in an interest-bearing note for $70 million. Enron recognized $67 million in pre- 
tax earnings in 2000 related to the asset sale. Pursuant to a marketing agreement with UM2, Enron was compensated $20 million 
for marketing the fiber to others and other fees for providing operation and maintenance services to LJM2 with respect to the 
fiber. This arrangement gave Enron profit potential in proceeds received after LJM2 achieved a specified return level. LJM2 sold 
a portion of the fiber to industry participants for $40 inillion. 1JM2 sold the remmning dark fiber assets for $113 million in 
December 2000 to an SPE that was formed to acquire the fiber. In December 2000, LIM2 used a portion of the proceeds to pay in 
full the note and accrued interest owed to Enron. At the time of LJM2‘s sale of the fiber to the SPE, Enron entered into a 
derivative contract which served as credit support for the benefit of some of the debt holders of a third-party investor in the SPE. 
This credit support provided the lender with a specified rate of return. As a result, Enron's credit exposure under the $70 million 
note was replaced with $61 million in remaining exposure undCT the derivative contract. LJM2 earned $2.4 million on its resale 
of the fiber. 

Purchases of Equity/Debt in Enron-Sponsored SPEs. Between September 1999 and December 2000, LJMl or LJM2 purchased 
equity or debt interests in nine Enron-sponsored SPEs. LJMl aiidLJM2 invested $175 million in the nine SPEs. These 
transactions enabled Enron to monetize assets and generated pre-tax earnings to Enron of $2 million in 1999. 

Enron believes that LJM received cash of $15 million, $64 million and $53 million in 1999, 2000 and 2001, respectively, relating 
to its investments in these entities. In three instances, third-party financial institutions also invested in the entities. LJM invested 
on the same terms as the third-party investors. In one of these nine transactions, Enron entered into a marketing agreement with 
LJM2 that provided Enron with the right to market the underlying equity. This arrangement gave Enron profit potential in 
proceeds received after LJM2 achieved a specified return level. In six of these nine transactions, Enron repurchased all or a 
portion of the equity and debt initially purchased by LIM. 

The SPEs owned, directly or indirectly, a variety of operating and financial assets. For example, Yoseinite Securities Trust was a 
finance entity which facilitated Enron's ability to raise funds in the capital markets through the use of credit-liiiked notes, a 
standard financing arrangement offered by investment banks. Osprey Trust is beneficially-owned by a number of financial 
institutions and is a limited partner in Whitewing Associates, L.P., an Enron unconsolidated affiliate (Whitewing) (see Note 8). 
Enron is the other partner. Whitewing purchased certain Enron investments for future sale. 

In addition, as a result of these transactions, Enron was able to monetize equity interests with investment banks. These 
monetizations resulted in Enron’s recognizing $146 million and $5 million in pre-fax’ earnings in 2000 and the nine months ended 
2001, respectively, and $252 million in cash inflows, all in 2000. 

Investment in Enron Affiliates. In two transactions, LJM2 made direct and indirect investments in stock (and warrants 
convertible into stock) of NPW. NPW initially was a wholly-owned subsidiary of Enron, subsequently included other strategic 
and financial investors, and in October 2000 ^came a 

public company. NPW is engaged in the retail marketing and sale of natural gas, electricity and other commodities, products and 
services to residential and small commercial customers in the United States. In January 2000, LJM2 invested $673,000 in Cortez 
Energy Services LLC (Cortez), a limited liability company formed by Enron and LJM2, and Enron contributed five million 
shares of NPW stock to Cortez. In July 2000, in a private placement, LJM2 purchased warrants exercisable for NPW stock for 
$50 million on the same terms as third-party investors. Enron believes that LJM2 still owns these investments. 

In September 1999, LJMl acquired from Enron a 13% equity interest in a company owning a power project in Brazil for $10.8 
million, and acquired redeemable preference shares in a related company for $500,000. Enron recognized a $1 ,7 million loss on 
the sale of these interests to LJMl . Enron recognized revenues of $65 million, $14 million and $5 million from a commodity 
contract with the company owning the power project in 1999, 2000 and 2001, respectively. As part of an exclusive marketing 
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arrangement to sell LJMl's equity in the project to third parties and to limit UMl's return, Enron paid LJMl a $240,000 fee in 
May 2000. In 2001, Enron repurchased UMl's 13% equity interest and the redeemable preference shares for $14.4 million. 

Enron currently owns this equity interest and consolidates the Brazilian company. 

In December 1999, UM2 paid Enron $30 million for a 75% equity interest in a power project in Poland. Enron recognized a $16 
million gain in 1999 on the sale. Enron paid $750,000 to UM2 as an equity placement fee. In March 2000, Enron repurchased 
25% of the equity in the Polish power project from LJM2 for-$10.6 miUion, and Whitewing acquired the remaining 50% from 
UM2 for $21.3 million. Enron and Whitewing still own their respective equity interests. 

In December 1999, UM2 acquired a 90% equity interest in an Enron entity widi ownership rights to certain natural gas reserves 
for $3 million. As a result, Enron recognized $3 million in revenue finm an existing commodity contract. Subsequently, UM2 
assigned a portion of its ownership interest in the entity to Enron and Whitewing at no cost (to achieve certain after-tax benefits). 
Enron believes UM2 continues to own its remaining interest. 

Portfolio SPEs. Enron and LJM established a series of SPEs to mitigate market exposures on Enron investments, including 
investments in NPW, Rhythms NetConnections, fric., and other technology, energy, and energy-related companies. UM made 
$191 million in equity investments in five separate SPEs ($127 million in the four Raptor SPEs and $64 million related to the 
Rhythms SPE), three of which (Raptor I, II and IV) were also capitalized with Enron stock and derivatives which could have 
required the future delivery of Enron stock. Raptor III was capitalized with an economic interest in warrants convertible into 
stock of NPW. The Rhythms SPE is discussed in Note 3 in the "UMl Subsidiary Consolidation" section. Enron subsequently 
engaged in hedging transactions with these SPEs, which included price swap derivatives, call options and put options. TTie 
derivatives and options generally were intended to hedge Enron's risk in certain investments having an aggregate notional amount 
of approximately $1.9 billion. 

In the first quarter of 2001, Enron entered into a series of transactions with the Raptor SPEs that could have obligated Enron to 
issue Enron common stock in the future in exchange for notes receivable. These transactions, along with a transaction entered 
into in 2000, obligated Enron to deliver up to 30 million shares of Enron common stock to the Raptor SPEs in March 2005. 


Such transactions were to have been accounted for as equity transactions when smied. 

In the third quarter of 2001, as a result of deterioration in the credit quality of the Raptor SPEs caused by the decline in Enron and 
NPW's stock price, the increase in Raptor's expostire under derivative contracts with Enron and the increasing dilutive effect on 
Enron's earnings per share calculation, Enron acquired IJM2's equity in the SPEs for $35 million and terminated the entities, 

Enron recognized pre-tax earnings (losses) (as restated) relating to risk management activities of none, $532 million and ($166) 
million in 1999, 2000 and 2001, respectively, including the effect of a $710 million pre-tax charge recognized in 2001, related to 
the decline in credit quality and ultimate termination of the Raptor SPEs. During 2000 and the nine months ended September 30, 
2001, the Raptor SPEs hedged losses of $501 million and $453 million, respectively. The Rhythms SPE was used to hedge 
Enron's exposure arising from an investment in the stock of Rhythms NetConnections. Inc. However, it was subsequently 
determined that it did not meet the criteria to qualify as an adequately capitalized unconsolidated SPE. See Note 3 for a 
discussion of the restatements related to the Rhythms SPE. 

In total, UM 1 and UM2 invested $ 19 1 million and received $3 1 9 million (an estimated $95 million of which is non-cash value 
from the receipt of 3.6 million shares of Enron restricted stock) related to their investments in these five SPEs. 

Call Option. In May 2000, Enron purchased a call option from UM2 on two gas turbines at the same time that UM2 contracted 
to purchase the gas turbines from the manufacturer. Enron paid UM2 $1 .2 million for this right during a seven-month period in 
2000. The call option gave Enron the right to acquire these turbines from UM2 tu negotiated fair market value, which was $11.3 
million. The call option was subsequently assigned from Enron to an Enron-sponsored SPE capitalized by a third-party financial 
institution. In December 2000, the call option was exercised by the SPE, which acquired the turbines from UM2 at cost. 

Transactions with UM and Other Entities. Enron sold its contractual right to acquire a gas turbine to a utility for $15.8 million in 
July 2000. Enron recognized a pre-tax gain of $3.5 million on the transaction. At the same time, the utility entered into aput 
option agreement with UM2 relating to the turbine under whidi the utility paid UM2 $3.5 million. Subsequently, upon the 
execution of an engineering, procurement and construction contract with a wholly-owned subsidiary of Enron, the utility assigned 
the contractual right to acquire the gas turbine to that subsidiary. 

In December 1999, Enron sold an equity investment in Enron Nigeria Barge Ltd. to an investment bank and provided seller 
financing. In June 2000, UM2 purchased this equity investment directly from the investment bank for $7.5 million and the 
assumption of the seller-financed note from Enron. In September 2000, UM2 sold the equity investment to an industry 
participant for $31.2 million. The proceeds from UM2's sale were used by UM2 to repay the principal and interest on the note 
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from Enron in the amount of $23.0 million. The remaining $8.2 million repaid LJM2’s $7.5 million purchase price and provided a 
profit of $700,000 to UM2. 

Transaction between UM and Whitewing. In December 1999, a wholly-owned subsidiary of Whitewing entered into a $38.5 
million credit agreement with 

LJM2, the borrower. The loan had a term of one year and caned an incere^ rate of LIBOR +2.5%. The loan amount (including 
interest) of $40.3 million was repaid by LJM2 in 2000. 

Currently Outstanding LJM2 Transactions. Enron believes that 1JM2 cun-ently has interests in six of the investments described 
above in which LJM2 originally invested $124 million, and that 1JM2 has received cash inflows of $27 million from these 
investments. Hiese investments include $23 million in acuity in two Enron-sponsored SPEs, $32.5 million in equity in Osprey 
Trust, $3 million in equity in an Enron affiliate and $50.7 milUon in direct equity investments in NPW (representing two 
transactions). 

Enron and LJM2 also entered into various agreements rel^ng to cash managenKUt services, employee services and office space 
provided by Enron to IJM2. In addition. Enron pmd UM2 a management fee for certain transactions, and other transaction fees 
described above. Enron also reimbursed LJM2 for transaction-related expenses (such as legM and tax fees and other costs) 
associated with some of the transactions described above. 

OTHER EMPLOYEE TRANSACTIONS. From June 1993 through November 1997, an Enron subsidiary was the general partner 
of JEDI and a third-paity, the California Public Employees' Retirement System (CalPERS), was the limited partner. In November 
1997, JEDI made a liquidating distribution to CalPERS of $383 million. Concuirently, Chewco purchased a limited partnership 
interest in JEDI for $383 million, $132 million of which was financed by an iiileresl-bcai iug loan from JEDI to Chewco, and 
$240 million of which was borrowed from a third-party financial instituUon («jpported by a guarantee from Enron). The balance 
of the transaction (approximately $12 million) was principally funded by a contribution from a third party. Enron has 
subsequently determined that a portion of this contribution was cash collateralized. Based on current information, Enron believes 
that a non-executive officer of an Enron division, Midrael J. Kopper, was an investor in the generd partner of Chewco and, at the 
time of the purchase, also was the manager of the Chewco general partner. These events resulted in inadequate capitalization of 
Chewco to meet the SPE accounting guidelines. The restatement resulting from die Chewco transaction is discussed in Note 3. 

From December 1997 to December 2000, Chewco received distributions of $433 million from JEDI. Among other things, 

Chewco used a portion of these distributions to make repayments on its JEDI loan and to repay an additional borrowing from the 
third-party financial institution. 

In December 1999, Chewco purchased a Sl5 million equity interest in Osprey Trust, an Enron-sponsored SPE, from LJMl. 

In March 2001, Enron purchased Chewco's limited partnership interest in JEDI for $35 million. In September 2001, Enron paid 
an additional $2.6 million to Chewco in connection with a tax indemnification agreement between JEDI, Chewco and Enron. Of 
the total purchase consideration, $26 million was used by Chewco to make a payment on the JEDI loan. Chewco currently has an 
outstanding balance due on the JEDI loan of $ 15 million. JEDI is currently a wholly-owned subsidiary of Enron. 

Enron now believes that Mr. Kopper also was the controlling partner of a limited partnership that (through another limited 
partnership) purchased interests in affiliated subsidiaries of UMl in March 2000. Enron also now believes that four of the six 
lirmted partners of the purchaser w'ere, at the tinK of the investment, non-executive officers or employees of Enron, and a 

fifth Umiied partner was an entity associated with Mr. Fastow. These officers and employees, and their most recent job titles with 
Enron, were Ben Glisan, Managing Director and Treasurer of Enron Corp.; Knstina Mordaunt, Managing Director ^d General 
Counsel of an Enron division; Kathy Lynn, Vice President of an Enron division; and Anne Yaeger, a non-officer employee. 

Enron has terminated the employment of Mr. Glisan and Ms. Mordaunt. Ms. Ljmn and Ms. Yaeger are no longer associated with 
Enron and Enron believes they are now associated with 1JM2. At the time these individuals invested in the limited partnership, 
UMl had ceased entering into new transactions with l&uon. However, some pre-existing investments involving LJMl and Enron 
were still in effect, and Enron believes that these investments resulted in distributions or payments to UMl and to the limited 
partnership in which these individuals invested. 

Pursuant to a service agreement among Enron, UMl and LJM2, Emnn made available to UMl and LJM2 a portion of the time 
of certain of its employees to provide administrative assistance to the general partners of UMl and LjM2. Mr. Kopper. Ms. Lynn 
and Ms. Yaeger, among odier Enron employees, were made available to UMl or UM2 from time to time during their 
employment by Enron. 

OTHER TRANSACTIONS. In the first nine months of 2001, Enron received approximately $241.8 million from Whitewing, an 
unconsolidated equity affiliate, re lated to m onetizations. During the first nine months of2001, Enron acquired investments from 
Whitewing for approximately $28.8 million. No gains were recorded by Enron in connection with these transactions. 

Management believes that the tenns of these transactions are reasonable compared to those which could have been negotiated 
with third parties. 
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Enron Board of Directors — Financial Ties to Enron 


Lord John 


John XJrquhart 
John A, Urquhart 
Associates 

Herbert Winolrar, 
Director, National Tank 


Since 1996, Enron paid a monthly retainer of $6,000 to Lord W^eham for 
consukmg seirvfces, in acUidon to his Board compensation. In 2000, Earcm paid him 
$72,000. {Enitni 2(M>1 Proxy) 


Since 1991, Mr. Urquhart provt^ consulting services to Enron while a Board 
member, in 2000, Enron paid Mr. Urquhart $493,914 in addition to his Board 
compensation. (Enron 2001 Proxy) 


In 1997, 1998, 1999,and2000,NATCOrecordedrevenuesof$l,035,000, 
$643,793, $535,682 and $370,294 from sales to Enron subsidiaries of oilfield 
equipment ^d services. (Enron 2000, 2001 Proxy) 


Dr. Charles LeMaistre, 
Former President, M.D. 
Anderson Cancer Center 

John Mendelsohn, 

President, M.D. Anderson 
Cancer Center 

In the past five years, Enron and Ken L^' donated nearly $600,000 to the M,D. 
Anderson Cancer Center. In 1993 Enron Foundation pledged $1.5 million to the 
Cancer Center. (M.D. Anderson) 

Dr. Wendy Gramm, 

Director Regulatory 

Studies Program of the 
Mercatus Center at George 
Mason University 

Since 1996, Enron and the Lay Foundation contributed to GMU and the Mercatus 
Center more than $50,000, (New Yoric Times, 1 lGO/01) 

Robert.gclfcr, Former 

Chair and CEO Belco Oil 
and Gas 

Since 1996, Belco and Enron engaged in hedging arrangements wortii tens of 
millions of dollars. (Enron 2001 Proi^ In 1997, Belco bought Enron affiliate Coda 
Energy. (Enron 1998 Prm^) 

Ff^nk Savage, Former 
Chairman, Alliance 

Capita! Management 

Alliance was Enron’s largest institutional shareholder with about 43 million shares^ 
(New York Times 1/19/02) 

Charts Walker, Principal, 
Walker/Free Associates, 
Walker/Potter Associates, 
American Council for 
Capital Formation 

In 1993-1994, Enron paid Walker/Free and Walker/Potter more than $70,000 for 
governmental relations and tax consulting in addition to Mr. Walker’s Board 
compensation. (Enron 1994, 1995 Pro^Q^) Enron was also, for more than ten years 
ending in 2001, a m^or contributor of up to $50,000 annually to ACCF, a non-profit 
corporation that lobbies on tax issues and is chaired by Mr. Walker. (Walker 
interview) 
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Thursday, October 18, 2001 
Partnership Spurs Enron Equity' Cut 

Vehicle Is Connected To Financial Officer 
By Rebecca Smith and John R. EmshwiUer 
Staff Reporters of The Wall Street Journal 

Enron Corp. shrank its shareholder equity by 
SI, 2 billion as the company decided to 
repurchase 55 million of its shares that it had 
issued as psirt of a series of complex 
transactions with an investment vehicle 
connected to its Chief Financial Officer 
Andrew S. Fastow. 

Enron didn’t disclose the big equity reduction 
in its earnings release issued on Tuesday, 
when the Houston-based energy giant 
announced a $1.01 billion charge to third- 
quarter earnings that produced a $618 million 
loss. But the company briefly mentioned it in 
a subsequent call with security analysts and 
confirmed it in response to questions 
yesterday. As a result of the reduction, 
Enron’s shareholder equity has dropped to 
S9. 5 billion, the compani' said. - . .... 

In an interview Tuesday, Enron Chairman 
Kenneth Lay said that about $35 million of 
the $1.01 billion charge to earnings was 
related to transactions with LJM2 Co- 
Investment LP, a limited partnership created 
and run by Mr. Fastow. In a conference call 
yesterday with investors, Mr. Lay said that 
the 55 million shares had been repurchased by 
Enron, as the company "unwoimd” its 
participation in the transactions. In the third 
quarter, the company’s average number of 
shares outstandir^ was 913 million. 

According to Rick Causey, Enron’s chief 
accounting officer, these shares were 
contributed to a "structured finance vehicle" 


set up about two years ago in which Enron 
and LJ1VI2 were the only investors. In 
exchange for the stock, the entity provided 
Enron, with a note. The aim of the transaction 
was to provide hedges against fluctuating 
values in some of Enron’s broadband 
telecommunications and other technology 
investments. Mr. Causey didn’t elaborate on 
what form those hedges took. 

Subsequently, both the value of Enron's 
stock and the value of the broadband 
investments hedged by the entity dropped 
sharply. As a result, Enron decided essentially 
to dissolve the financing vehicle and reacquire 
the shares. When Enron reacquired the 
shares, it also canceled the note it had 
received from the entity. 

In addition, Enron was receiving increasing 
criticism from analysts and major 
shareholders concerning the apparent conflict 
of interest involving the role of its chief 
financial officer in the partnership, from 
which he stood to make millions of dollars. In 
July, Mr. Fastow formally severed his 
cormections to LJM. Mr. Fastow has declined 
to be interviewed. 

Given ail the complexities of the LJM-related 
financing vehicle and the questions it., raised 
outside the company, "the confusion factor 
wasn’t worth the trouble of trying to continue 
this," Mr, Causey said. 

Enron downplayed the significance of the 
share-reduction exercise. Mark Palmer, an 
Enron spokesman, described it "as just a 
balance-sheet issue" and therefore wasn’t 
deemed "material" for disclosure purposes. 

Jeff Dietret, an analyst for Simmons & Co. in 
Houston, said that a large reduction of equity 
could be ”a flag for the rating agencies" 
because it could adversely affect a company’s 
debt-to-equity ratio. Enron, said yesterday that 
as a result of the equity reduction, its debt-to- 
equity ratio rose to 50% from 46% previously. 
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On Tuesday, after Erunn reported its big 
quarterly loss, Moody’s Investora Service Inc. 
put Enron’s loi^-tenn debt on review for a 
possible downgrade. Moody’s said the move 
was related to '‘significant write-downs and 
charges reflectii^ substantially reduced 
valuations" in several of Enron’s businesses. 
In recent years, Enron had moved 
aggressively into . broadband 

teiecommtinications and the water business, 
both of which. fa.il^ to produce expected 
returns. 


Enron, which as of June 30 had SS3.6 biilion. 
in current liabilities and long- term debt, has 
iately been attempting, to shed assets to pay 
down debt. 
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The Wall Street Journal 

Copyright (c) 2001, Dow Jones & Company, 
Inc. 

Friday, October 19, 2001 

Enron CFO’s Partnership Had Millions in 
Profit 

By Rebecca Smith and John R. Emshwiller 

Staff Reporters of The Wall Street Journal 

A limited partnership organized by Enron 
Corp.’s chief financial offiicer, Andrew S. 
Fastow, realized millions of dollars in profits 
in transactions it did with Enron, according to 
an internal partnership document. 

The partnership, in some instances, benefited 
from renegotiating the terms of existir^ deals 
with the Houston energy company in ways 
that improved the partnership’s financial 
positions or reduced its risk of losses. 

Mr. Fastow, and possibly a handful of 
partnership associates, realized more than $7 
million last year in management fees and 
about $4 million in capital increases on an 
investment of nearly $3 million in the 
partnership, which was set up in December 
1999 principally to do business with Enron. 

The profits from the deals were disclosed in a 
financial report to investors in the 
partnership, LJM2 Co-Investment LP, that 
was signed by Mr. Fastow as the general 
partner and dated April 30. In one case, the 
report indicates the partnership was able to 
improve profits by terminating a transaction 
early. 

The LJM2 arrangement has become 
controversial for Enron, as shareholders and 
analysts have raised questions about whether 
it posed a conflict by puttii^ the company’s 
chief financial officer, who has a fiduciary 
duty to Enron shareholders, in a position of 
reaping financial rewards for representir^ 
LJM2 investors in business deals wifri Enron. 


Investors in LJM2 include Wachovia Corp.. 
General Electric Co.’s General Electric 
Capital Corp. and Credit Suisse Group’s 
Credit Suisse First Boston. 

Attention has focused on Mr. Fastow’s 
partnership activities at a tumultuous time for 
Enron, which over the past decade grew 
enormously by becoming the nation’s biggest 
energy-trading company. 

This year, though, it has been hit by a string 
of troubles, from soured business initiatives to 
executive departures. On Tuesday, Enron 
announced a S618 million third-quarter loss, 
because of a SI. 01 billion write-off on 
investments in broadband 

telecommunications, retail energy services 
and Azurix Corp., a water company. A small 
chunk of that write-off, about $35 million, was 
attributed to ending certain LJM2-related 
transactions. That termination also produced a 
$1.2 billion reduction in Enron shareholder 
equity as the company decided to repurchase 
55 million shares that had been part of LJM2 
deals. 

At 4 p.m. in New York Stock Exchange 
composite trading, Enron was down 9.9%, or 
$3.20, to $29 a share. Within the past year, 
.the stork had.topned $80, ashace^ . 

Enron officials didn’t have any comment 
about, the LJM2 partnership document. Enron 
has consistently said its dealings with LJM2 
have been proper. They said the LJM2 deals, 
Like ones done with other parties, were aimed 
at helping hedge against fluctuating market 
values of its assets and adding sources of 
capital. 

Mr. Fastow has declined several requests for 
an interview about LJM2. In late July, he 
formally severed his ties with LJM2, as a 
result of what Enron officials said was 
growir^ unease by Wall Street analysts and 
major shareholders. Mr. Fastow has been 
finance chief of Enron since 1997 and has been 
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with the firm 11 years, which included 
extensive work settir^ up and mana^ng 
company investments. 

iVCchael Kopper, a former Enron executive, 
who an Enron ^okesman said is now helping 
to operate LJM2, declined to comment. He 
also wouldn’t describe his relation to LJM2. 

In his April 30 report, Mr. Fastow said the 
partnership, which raised $394 million, had 
invested in several Enron-related deals 
involving power plants and other assets as 
well as company stock. The document said 
LJM2 sought a 29% internal rate of return. 
That was down from a 48% targeted rate of 
return at the end of 2000, which the document 
said was due in part to a decline in the value 
of LJM2’s investment in New Power Co., an 
Enron-related energy retailer. In some 
transactions, LJM2 did much better than the 
29% target, though this sometimes involved 
renegotiating individual deals. 

in September 2000, the partnership invested 
$30 million in "Raptor HI,” which involved 
writing put options committing LJM2 to buy 
Enron stock at a set price for six months. Four 
months into this deal. LJ^'12 approached 
Enron to settle the investment early, "causing 
LJM2 to receive its $30 million capital 
invested plus $10.5 million in profit," the 
report said. The renegotiation was before a 
decline in Enron’s stock price, which could 
have forced LJM2 to buy Enron shares at a 
loss of as much as $8.. each, the do.cument 
indicated. 
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INUTES 

MEETING OF THE BOaRH OF DIRECTORS 
ENRON COR?- 
OCTOBER 7,^0 

Minutes of a meeting , of the Board of Directors of Enron Corp. 
("Company") held pursuant to due notice at 8:00 a,in.- E.D.T., on October 1 , 2000 
at the Four Seasons Resort, Poinciana III Ballroom, Palm Beach, Florida. 

AU of the Directors were present; either in person or by telephone 
conference connection, where each of the participants could hear the comments by 
the other participants and join in the discussions, as follows: 

Mr. Kenneth L. Lay, Chairman 
Mt. Robert A. Belfer 
Mr. Nonnan P. Blake, Jr. 

Mr. Ronnie C. Chan 
Mr. John H. Duncan 
Dr. Wendy L. Gramm 
Mr. Ken L. Harrison 
Dr. Robert K. Jaedicke 
Dr. Charles A. LeMaistre 
Dr. John Mendelsohn 
Mr. Jerome J. Meyer 
Mr. Pauio Fentiz Pereira 
Mr. Frank Savage 
Mr; Jeffrey K. Skilling 
Mr. John A. Urquhart 
Lord John Wakeham 
Mr. Hercien S. winOkur, jr. 

The meeting began in executive session, during which Messrs. Richard A. 
Causey, James V. Derrick, Jr., Andrew S. Fasiow, Mark E. Koenig, and Joseph W. 
Sutton and Ms. Rebecca C. Carter, all of the Company, and Mr. Richard N. Foster 
of McKinsey & Company, Inc., were also in attendance, either in person or by 
telephone conference connection, where each of tine participants could hear the 
comments by the other participants and join in the discussions. Messrs. Jeremy M. 
Blachman,' Harold G. Buchanan, Daniel P. Leff, Mark S. Muller, Lou L. Pai, 
Matthew Scrimshaw, Martin Sunde, Greg L. Whalley and Thomas E. White and 
Ms. Rosalee T. Fleming, all of the Company or affiliates, thereof, joined the 
meeting in progress as noted. 
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WHhREAS, Andrew S, Fastow ser/cs as the Executive Vice 
President and Chief Financial Officer of the Company; 

WHEREAS, Mr. t^astow the opportuniQf'to participate in 
the formation of an investment partnership (the “Partnership”) that 
would not be affiliated with the Company; 

WHEREAS, it is anticipated that Mr. Faslow will serve as the 
managing parmer/manager of the Partnership; 

WHEREAS, it is anticipated that the Partnership will invest 
in, among other things, energ}’ ‘‘and communications-related 
businesses and assets, including businesses and assets of the 
Company; 

WHEREAS, the Partnership, as a potential purchaser of the 
Company’s businesses and assets or as a potential contract 
counterparty, could provide liquidity, risk management, and other 
financial benefits to the Company; 

WHEREAS, the Board has evaluated two similar previous 
investment partnerships 'in which Mr. Fastovv has served as the 
managing partner/manager and has concluded that the existence of 
such investment partnerships, and Mr. Fastow's involvement therein, 
have not been adverse to the best interests of the Company; and 

WHEREAS, the Office of the Chairman of the Company has 
determined, for the foregoing reasons, that Mr. Fasiow’s 
participation as the managing partner/manager of the Partnersliip 
will not adversely affect the interests of the Company; 

NOW. THEREFORE, IT IS RESOLVED, that the Board 
hereby adopts and ratifies the determination by the Office of the 
Chairman pursuant to the Company’s Code of Ethics (Conflicts of 
Interests, Investments, and Outside Business Interests of Officers 
and Employees) that participation of Mr, Fascow as the managing 
partner/manager of the Partnership will not adversely affect the 
interests of the Company; and 
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RESOLVED FURTHER, that the 'proper officers of the 
Company and its counsel be, and each of Lhem hereby is, authorized, 
empowered, and directed (any one of Lhem acting alone) to rake any 
and all such farther action, to 'amend, execute, and deliver all such 
further instruments and documents, for and in the name and on 
behalf of the Company, under its corporate seal or otherwise, and to 
pay all such expenses as in their discretion appear to be necessary, 
proper, or advisable to carry into effect the purposes and intentions 
of this and the foregoing resolution. 

Revision lo the Transaction Approval Process 

WHEREAS, the Board of Directors of the Company 
approved resolutions on October 12, 1998 adopting the Enron Corp. 
Transaction Approval Process (the ‘Transaction Approval Process”) 
which provides for (i) a process for review and approval of Capital 
Expenditures (as defined in the revised policy attached to these 
minutes) and (ii) a process for prior transactions involving Capital 
Expenditures to be reviewed for performance and results; 

WHEREAS, the Board of Directors of the Company 
approved amendments to the Transaction Approval Process at 
meetings held on February 8, 1999, August 10, 1999. February 7^ 
and 2000. and May 2, 2000; and 

WHEREAS, it would be in the best interests of the Company 
to amend the definitional provisions of the Transaction Approval 
Process in order to reflect the recent changes in assignments and 
reorganization of the Company into regional business units' and 
global functions and to reflect amendments to both Approving Units 
and approval limits with respect to Deal Size: 

NOW THEREFORE. IT IS RESOLVED, that the Company 
revise the Transaction Approval Process to that attached to these 
minutes and as set fonh in these resolutions; 

RESOLVED FURTHER, that the revised Transaction 
Approval Process is adopted and approved, that a copy of the 
revised policy be attached to the minutes as Exhibit A, and that the 
persons, officers, and Approving Units identified' therein shall 
perform the responsibilities as specified; for the purposes of this 
policy a cenification by the President, the Chief Financial Officer, 
the Treasurer, the Chief Risk Officer (or his or her designee), any 
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UNITED STATES 

SECURITIES AND EXCHANGE COMMISSION 
WASHINGTON, D.C. 20549 
2001 PROXY STATEMENT 

ENRON CORE. 


ROBERT A. BELFEB, 65 
Director since 1983 

Mr. Belfer's principal occupation is Chairman and Chief Executive Officer of Belco Oil & Gas 
Corp., a company formed in 1992. Prior to his resignation in April 19B6 from Belco Petroleum 
Corporation ("BPC"), a wholly owned subsidiary of Enron, Mr. Belfer served as President and then 
Chairman of BPC. 

NORMAN P. BLAKE, JR., 59 
Director since 1993 

Mr. Blake is the former Chief Executive Officer and Secretary General of the United States 
Olympic Committee from December 1998 until November 1999. Mr. Blake served as Chairman, President 
and Chief Executive Officer of the Promus Hotel Corporation when it merged with the Hilton Hotels 
Corporation. From November 1990 until May 1998, he served as Chairman, President and Chief 
Executive Officer of Companies. Mr. Blake is also a director of Owens-Corning Corporation. 

RONNIE C. CHAN, 51 
Director since 1996 

For the past ten years, Mr. Chan has been Chaiimian of Hang Lung Group, comprising three publicly 
traded Hong Kong-based companies involved in property development, property investment and 
hotels. Mr. Chan also co-founded and is a director of various companies within 
Morningside/Springfield Group, which invests in and manages private companies in the 
manufacturing and service businesses, and engages in financial investments. Mr. Chan is also a 
director of Standard Chattered Bank pic and Motorola, Inc. 

JOHN H. DUNCAN, 73 
Director since 1985 

Mr. Duncan's principal occupation has been investments since 1990. Mr. Duncan is also a director 
of EOTT Energy Corp. (the general partner of EOTT Energy Partners, L.P.), Azurix Corp. and Group 
I Automotive Inc. 

WENDY L. GRAMM, 56 
Director since 1993 

Dr. Gramm is an economist and Director of the Regulatory Studies Program of the Mercatus Center 
at George Mason University. From February 1988 until January 1993, Dr. Gramm served as Chairman 
of the Commodity Futures Trading Commission in Washington, D.C. Dr. Gramm is also a director of 
IBP, inc., State Farm Insurance Co. and Invesco Funds. Dr. Gramm was also a director of the 
Chicago Mercantile Exchange until December 31, 1999. 

KEN L. HARRISON, 58 
Director since 1997 

Mr. Harrison served as Chairman of the Board and Chief Executive Officer of Portland General 
Electric Company from 1988 to March 2000, at which time he retired from Portland General Electric 
Company. Additionally, Mr. Harrison served as Chairman of Enron Communications, Inc. from its 
inception in 1996 through November 1999 and as a Vice Chairman of Enron from July 1997 to July 
1999. 

ROBERT K. JAEDICKE, 72 
Director since 1985 

Dr. Jaedicke is Professor (Emeritus) of Accounting at the Stanford University Graduate School of 
Business in Stanford, California. He has been on the Stanford University faculty since 1961 and 
served as Dean from 1983 until 1990- Dr. Jaedicke is also a director of California Water Service 
Company. Dr. Jaedicke was also a director of GenCorp, Inc. until July 2000 and Boise Cascade 
Corporation until April 2001. 

KENNETH L. LAY, 58 
Director since 1985 
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Mr. Lay has been Chairman of the Board of Enron since 1986. From 1986 until February 12, 2001, 

Mr. Lay was also the Chief Executive Officer of Enron. Mr. Lay is also a director of Eli Lilly 
and Company, Compaq Computer Corporation, EOTT Energy Cotp. (the general partner of EOTT Energy 
Partners, L.P.), i2 Technologies, Inc., MewPower Holdings, Inc. and Azurix Corp. 

CHARLES A. LEMAISTRE, 77 
Director since 1985 

Cancer Center in Houston, Texas and now holds the position of President Emeritus. 

JOHN MENDELSOHN, 64 
Director since 1999 

Since July 1996, Dr. Mendelsohn has served as President of the University of Texas M.D. Anderson 
Cancer Center. Prior to 1996, Dr. Mendelsohn was Chairman of the Department of Medicine at 
Memorial Sloan-Kettering Cancer Center in New York. Dr. Mendelsohn is also a director of ImClone 
Systems, Inc. 

JER014E J. MEYER, 63 
Director since 1997 

For over eight years, Mr. Meyer served as Chainoan and Chief Executive Officer of Tektronix, 

Inc., an electronics manufacturer located in Wilsonville, Oregon. Currently, Mr. Meyer serves as 
Chairman and as a director of Tektronix, Inc. He is also a director of Standard Insurance Corp. 
and Centerspan Communications, Inc. 

PAULO V. FERRA2 PEREIRA, 46 
Director since 1999 

Mr. Pereira is Executive Vice President of Group Bozano. Mr. Pereira served for over five years 
as President and Chief Operating Officer of Meridional Financial Group and Managing Director of 
Group Bozano. Mr. Pereira is also the former President and Chief Executive Officer of the State 
Bank of Rio de Janeiro. 

FRANK SAVAGE, 62 
Director since 1999 

Since 1995, Mr. Savage has served as Chairman of Alliance Capital Management International {a 
Martin Corporation, Alliance Capital Management L. P. and Qualcomm Corp. 

JEFFREY K. SKILLING, 47 
Director since 1997 

Since February 2001, Mr. Skilling has served as President and Chief Executive Officer of Enron. 
Mr. Skilling served as President and Chief Operating Officer of Enron from January 1997 through 
February 2001. From August 1990 until December 1996, he served as Chairman and Chief Executive 
Officer of Enron North America Cotp. and its predecessor companies. Mr. Skilling is also a 
director of Azurix Corp. and the Houston Branch of the Federal Reserve Bank of Dallas. 

JOHN A. URQUHART, 72 
Director since 1990 

Mr. Urquhart serves as Senior Advisor to the Chairman of the Board of Enron. From 1991 to 1998, 
Mr. Urquhart was a Vice Chairman of Enron. Since August 1991, Mr. Urquhart has also been 
President of John A. Urquhart Associates, a management consulting firm in Fairfield, Connecticut. 
He also serves as a director of TECO Energy, Inc., Hubbell, Inc. and The Weir Group, pic and as a 
board member of and consultant to Catalytica Energy Systems, Inc. 

JOHN WAKEHAM, 68 
Director since 1994 

Lord Wakeham is a retired former U.K. Secretary of State for Energy and Leader of the Houses of 
Commons and Lords. He served as a Member of Parliament from 1974 until his retirement from the 
House of Commons in April 1992. Prior to his government service. Lord Wakeham managed a large 
private practice as a chartered accountant. He is currently Chairman of the Press Complaints 
Commission in the U.K. and chairman or director of a number of publicly traded U.K. companies. 
Lord Wakeham is also a director of Azurix Corp. 

HERBERT S. WINOKUR, JR., 57 
Director since 1985 

Mr. Winokur is Chairman and Chief Executive Officer of Capricorn Holdings, Inc. (a private 
investment company) and Managing General Partner of Capricorn Investors, L.P., Capricorn 
Investors II, L.P. and Capricorn Investors III, L.P., partnerships concentrating on investments 
in restructure situations, organized by Mr. Winokur in 1987, 1994 and 1999, respectively. Since 
2000, Mr. Winokur has also served as Nonexecutive Chairman of Azurix Corp. Prior to his current 
appointment, Mr. Winokur was Senior Executive Vice President and a director of Penn Central 
Corporation, The WMF Group, Ltd., Mrs. Fields' Holding Company, Inc., CCC Information Services 
Group, Inc. and DynCorp. 
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Corporate Governance Guidelines 
of 

The Board of Directors 
of 

Enron Corp. 


The business and affairs of Enron Corp. ("Enron"), an Oregon corporation, 
are managed under the direction of its Board of Directors (the "Board") in 
accordance with the provisions of the Oregon Business Corporation Act and 
Enron's Articles of Incorporation and Bylaws. 

In discharging its responsibilities to Enron and to Enron's shareholders, 
the Board performs the following principal functions: 

a) ensuring legal and ethical conduct by Enron and its officers and 
employees; 

(b) selecting, compensating, and evaluating Directors and evaluating Board 
processes and performance; 

(c) selecting, compensating, evaluating,' and, when appropriate, replacing 
senior executives of Enron and ensuring that a succession plan is in place 
with respect to such senior executives; 

(d) approving Enron corporate strategy; 

(e) approving major management initiatives; and 

(f) providing general oversight of Enron's business. 


These activities are performed in cooperation with Enron's Chief 
Executive Officer and Enron's Cfiie.' Opeiatirig Offlv-cf. Tiie Rudu- also h“s 
complete access to other senior management of Enron to ensure that it is 
supplied with sufficient and adequate information to keep it informed with 
respect to Enron's business affairs. 

Ensuring Legal and Ethical Conduct 

The Board approves the Enron Conduct of Business Affairs policy, which 
imposes on each officer and employee of Enron the duty of conducting the 
business affairs of Enron in accordance with all applicable laws and in a 
moral and honest manner. The Audit and Compliance Committee provides 
reasonable assurance that the provisions of the Enron Conduct of Business 
Affairs policy are observed. 

Criteria to Qualify as an Independent Director 

For the purposes of these guidelines, a Director or potential Director is 
considered to be independent if he or she has been determined by the 
Nominating and Corporate Governance Committee to be independent after 
taking into consideration such individual's activities and relationships with 
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Enron and any and ali other factors that such Committee deems relevant to 
make such determination. 

Number of Directors 

The Board believes that its appropriate size is approximately 14-17 but 
recognizes that, upon the recommendation of the Nominating and Corporate 
Governance Committee, it may be appropriate from time to time to modify its 
size in light of then current circumstances. 

Criteria for Selection of Director Candidates 


The Board selects Director candidates that it believes will enhance the 
quality of its deliberations and decisions. The Nominating and Corporate 
Governance Committee is responsible for establishing criteria for Board 
membership. It includes among the factors it considers in evaluating 
potential Director candidates the qualities of strength of character, an 
inquiring and independent mind, practical wisdom, and mature judgment, and 
it periodically reviews membership criteria with the-Board. 

Mix of Independent and Non-Independent Directors 


The Board believes that Enron's Chief Executive Officer and Enron's Chief 
Operating Officer should usually be members of the Board but that a majority 
of the Board should be comprised of independent Directors, Accordingly, 
although the Board believes it may be appropriate from time to time for one or 
more additional officers of Enron to be elected to the Board, no such officer 
should expect to be elected to the Board simply by virtue of nis or her position 
with Enron. 


Selection of Board Members 


The Nominating and Corporate Governance Committee, in consultation 
with Enron's Chief Executive Officer, is responsible for identifying and 
screening potential Director candidates, for determining their independence, 
and for recommending them to the Board for its approval. Following the 
Board's approval of a candidate, the invitation to join the Board is extended to 
the candidate by Enron's Chief Executive Officer or by such other Director as 
the Board may specify. 


Orientation of New Directors 


Each new Director is oriented in respect of Enron and his or her duties as 
a Director through a program administered by Enron’s Corporate Secretary, 
The program includes background briefings by Enron's Chief Executive 
Officer, Enron's Chief Operating Officer, and other senior Enron executives. 
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Director Compensation 

Enron management reports periodically to the Compensation and 
Management Development Committee on the status of the existing Board 
compensation program relative to the board of directors compensation 
programs of those companies that are believed to be comparable to Enron. 
The Compensation and Management Development Committee is responsible 
for approving for recommendation to the Board annual retainer fees for 
Directors and meeting fees for Board and Board committee meetings and for 
approving the terms and awards of stock compensation for Directors. 


Lead Director 

The Board, upon recommendation of the Nominating and Corporate 
Governance Committee, designates one of its independent Directors as the 
Lead Director. The Lead Director is responsible for chairing all executive 
sessions of the independent Directors and has such other responsibilities as 
may be assigned to such Director from time to time by the Board. 


Assessment of Director Performance and Board Procedures 


The Nominating and Corporate Goverriance Committee is responsible for 
conducting, on an annual basis, an assessment of the performance of each 
Director. Such Committee is also responsible for assessing the effectiveness 
of the processes used by the Board and for recommending to the Board for 
its consideration any changes to the responsibilities, organization, and 
membership of existing standing Board committees and the creation of any 
new standing Board committees. 


Director Attendance at Meetings 

Each Director is expected to attend all Board meetings and all Board 
committee meetings of which the Director is a member. The Board 
recognizes that from time to time conflicts may arise that prevent one or more 
Directors from attending a regularly scheduled meeting of the Board or one of 
its committees and that occasionally Board or Board committee meetings 
may need to be scheduled on short notice when the participation of every 
member is not possible. The Board expects, however, that each Director will 
make a concerted effort to keep his or her absences from Board and Board 
committee meetings to a minimum. 


Director Term and Tenure 


Each Director is elected annually and holds office until his or her 
successor has been elected and qualified or until such Director's earlier 
death, resignation, or removal. There is no limit on the number of terms for 
which a Director may be elected. 

Each Director is expected to volunteer to retire from the Board effective at 
the Enron Annual Meeting of Shareholders that follows such Director's 
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seventy-second birthday. The Board believes that such Director should not 
necessarily be required to retire from the Board, but, rather, that the 
Nominating and Corporate Governance Committee should have the 
opportunity to assess each individual situation and to make a 
recommendation to the Board with respect to whether such tendered 
retirement should be accepted, if the tendered retirement is not accepted, 
the Director in question is expected to re-tender his or her retirement annually 
effective as of each succeeding Enron Annual Meeting of Shareholders, and 
the Nominating and Corporate Governance Committee is expected to 
recommend to the Board annually whether to accept such tendered 
retirement. 

Each Director who retires from or changes the principal position such 
individual held when he or she was last elected to the Board is expected to 
volunteer to resign from the Board as of the date of such retirement o' 
change. The Board believes that such Director should not necessarily be 
required to resign from the Board, but, rather, that the Nominating and 
Corporate Governance Committee should have the opportunity to assess 
each individual situation and to make a recommendation to the Board with 
respect to whether such tendered resignation should be accepted. 

Succession Planning 


Enron's Chief Executive Officer is responsible for developing and 
maintaining a process for advising the' Compensation and Management 
Development Committee and the Board with respect to planning for potential 
successor Chief Executive Officers and for potential successors to other key 
senior leadership positions in Enron. Enron's Chief Executive Officer is 
expected to review this plan with the Compensation and Management 
Development Committee and the Board at least annually. 


Selection of the Chief Executive Officer 

The chair of the Compensation and Management Development 
Committee recommends to the Board an appropriate process pursuant to 
which a new Chief Executive Officer will be selected. The Board has no 
required procedure for executing this responsibility because it believes this 
decision must be made in the way the Board determines to be in the best 
interest of Enron relative to the circumstances surrounding each such 
decision. 

The Board customarily combines the role of Chairman of the Board with 
the role of Chief Executive Officer because it believes this practice generally 
provides the most efficient and effective leadership mode! for Enron. The 
Board recognizes, however, that this decision must be examined in the light 
of the circumstances surrounding each new selection of a Chief Executive 
Officer. 

Evaluation of the Chief Executive Officer 

The chair of the Compensation and Management Development 
Committee is responsible for leading the independent Directors -''■icting 
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periodically (but at least annually) a review of such Committee's assessment 
of the performance of Enron's Chief Executive Officer. 

Equity Ownership by Directors and By Officers 

The Board believes that each Director and each officer of Enron should 
hold a meaningful equity ownership position in Enron. The Compensation 
and Management Development Committee is responsible for determining and 
approving from time to time the appropriate requirements of such equity 
ownership and any exceptions to such requirements. 

Executive Sessions of Independent Directors 

Meetings of the independent Directors, chaired by the Lead Director, are 
held following regularly scheduled Board meetings at least annually and more 
often if any Director requests such a meeting. In addition, the independent 
Directors meet in executive session when they review the Compensation and 
Management Development Committee's evaluation of the performance of 
Enron's Chief Executive Officer. 


Frequency of Board Meetings 

The Board regularly meets five times annually, in the months of February, 
May, August, October, and December. In 'addition, the Board may hold such 
other meetings as may be required to enable it to discharge its duties. 

Selection of Agenda Items for Board Meetings 

The Chairman of the Board establishes the agenda for each Board 
meeting. Each Director may suggest the inclusion of additional items on the 
agenda. Each Director may raise for discussion at any regular meeting 
subjects that are not on the meeting's formal agenda. 

Director Materials Distributed in Advance 


The Board expects that information that is important to a Director's 
understanding of the business to be discussed at a Board meeting or at a 
Board committee meeting will be distributed to such Director sufficiently in 
advance of such meeting to enable such Director to be properly prepared for 
such meeting. 

Corporate Strategy 

Periodically (but at least annually) the Board devotes ah extended 
meeting to reviewing with Enron senior executives the strategic issues and 
opportunities facing Enron. 

The Board expects significant corporate strategy decisions to be brought 
to it in a timely manner for its consideration, discussion, and approval. 
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standing Committees of the Board 

The Board has established the standing committees described below. 
The responsibilities of each committee are set forth below in summary form 
and are more fully described in the charter of each such committee. 

Audit and Compliance Committee 

The Audit and Compliance Committee serves as the overseer of 
Enron's financial reporting process, system of internal controls, and corporate 
compliance process, and it provides reasonable assurance that Enron 
conducts its business in conformance with appropriate legal and regulatory 
standards and requirements. Such Committee annually recommends 
independent auditors for appointment by the Board, reviews the services to 
be performed by the independent auditors, and exercises oversight of their 
duties. The Audit and Compliance Committee is comprised solely of 
independent Directors. 

Compensation and Management Development Committee 

The Compensation and Management Development Committee 
establishes and evaluates the compensation of Enron's senior executives to 
assure that such individuals are compensated in a manner consistent with the 
stated compensation strategy of Enron, internal equity considerations, 
competitive practice, and the requirements of applicable regulatory bodies. 
Such Committee also oversees Enron's employee benefit programs, its 
Director compensation program, and its management development and 
succession planning. The Compensation and Management Development 
Committee is comprised solely of independent Directors. 

Executive Committee 


The Executive Committee, during the intenrais between the 
nieetings of the Board, possesses and exercises all the powers of the Board, 
subject to the limitations imposed on such Committee by Enron's Bylaws and 
by the Oregon Business Corporation Act. 

Finance Committee 


The Finance Committee reviews and makes recommendations to 
the Board and management on matters concerning both current and long- 
range financial strategy and planning, including, without limitation, budgets, 
dividends, equity offerings, debt and other financings, foreign exchange 
policy, investment policy, and trading limits policy. A majority of the members 
of the Finance Committee is comprised of Directors who have expertise and 
experience in economic and financial matters and/or capita! markets. 

Nominating and Corporate Governance Committee 

The Nominating and Corporate Governance Committee reviews criteria 
for membership on the Board, recommends to the Board candidates for 
election as Directors, approves for recommendation to the Board the 
Directors to be selected for membership on Board committees, approves for 
recommendation to the Board the independent Director to be selected as the 
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Lead Director, reviews annual Director performance, reviews and makes 
recommendations to the Board with respect to proposed revisions to the 
Board's Corporate Governance Guidelines, and monitors compliance with 
such Guidelines, The Nominating and Corporate Governance Committee is 
comprised solely of independent Directors. 

Review of Board Committee Charters: Changes to Board Committees 

Each standing Board committee reviews its charter annually and submits 
to the Board for its approval any changes in the charter that such committee 
deems appropriate. 

The Board, acting upon the recommendation of the Nominating and 
Corporate Governance Committee, has the discretion to form a new standing 
Board committee or to disband a current standing Board committee as it 
deems appropriate. 

Board Committee Chairs 

Only an independent Director may serve as a chair of a Board committee. 
The chair of each Board committee reports to the full Board, whenever 
appropriate, with respect to those matters considered and acted upon by his 
or her committee. 

Selection of Agenda Items for Board Commitfee Meetings 

The chair of each Board committee, in consultation with the appropriate 
members of Enron management, develops the committee's agenda. 

Each member of a Board committee may suggest the inclusion of 
additional items on such committee's agenda. In addition, each member of a 
Board committee may raise for discussion at any regular meeting of such 
committee subjects that are not on the meeting's formal agenda. 

Frequency of Board Committee Meetings; Staff Support 

Each Board committee chair, in consultation with the members of his or 
her committee, determines the frequency of the meetings of such committee. 
Each committee prepares minutes of its meetings. 

Enron management assigns one or more officers to provide and 
coordinate staff support for each committee. 

Attendance of Non-Committee Members at Board Committee Meetirigs 

Each Director has the right to attend all Board committee meetings 
(except executive sessions of the independent Directors, which can be 
attended only by the independent Directors), irrespective of whether such 
Director is a member of such committee, but only those Directors who are 
members of the committee are entitled to vote on matters considered by the 
committee. 

Should a meeting of the Executive Committee be called to consider 
issues that, in the opinion of Enron's Chief Executive Officer or Enron's Chief 
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Operating Officer, would also merit the time and attention of the Directors 
who are not members of the Executive Committee, every Director will be 
notified of such meeting and wiil be entitled to attend it as a non-voting 
participant. 

Meeting fees in respect of a Boarcl committee meeting are paid only to 
those attending Directors who are members of such committee. 

Each Board committee chair may invite members of Enron management 
to attend such sessions of the committee meetings as the chair deems 
appropriate. 

Assignment and Rotation of Board Committee Members 

The Nominating and Corporate Governance Committee, after consultation 
with the Chairman of the Board and after giving due consideration to the 
desires of the individual Directors and to the merhbership criteria of each 
Board committee, is responsible for recommending to the Board the 
assignment of Directors to various Board 'committees and the seiection of 
Board committee chairs. 

The Board has no set policy for the regular rotation of committee 
members or chairs. 

Board Int er action with the Media 

The Board expects any Director who receives from the media a request 
for comment with respect to an Enron matter to refer such request to Enron's 
designated media spokesperson, it being the Board's view that only Enron 
management or the individual so designated by Enron management should 
express Enron's positions to the media. 

Crisis Management Plan 

Enron management has implemented a crisis ' management plan to 
facilitate efficient management of a security related incident (such as a 
kidnapping, extortion, death threat, hijacking, or hostage taking) affecting a 
Director, officer or employee of Enron. The Audit and Compliance 
Committee is responsible for periodically reviewing such plan. 
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EXHIBIT A 


ENRON CORP. 

AUDIT AND COMPLIANCE COMMITTEE CH.ARTER 
(As Amended February 12, 2001) 

The Board of Directors of Enron Corp. (the “Company”) has heretofore constituted and established an 
Audit and Compliance Committee (the ■■Committee”) with authority, responsibility and specific duties as 
described in this Audit and Compliance Committee Charter. This document replaces and supersedes in its 
entirety that certain document adopted by the Board of Directors of the Company on August 9, 1988, entitled 
'■Authority and Responsibility of the Audit and Compliance Committee of the Board of Directors.’' 

Composition 

The Committee shall be comprised of three or more directors who. in the opinion of the Board of 
Directors, as evidenced by its election of such Committee members, have no relationship to the company that 
may interfere with the exercise of independent judgement -as a Committee member. All members of the 
Committee shall be financially literate or become financially literate within a reasonable period of time after 
appointment to the Committee, and at least one member of the Committee shall have accounting or related 
financial management expertise, in each case as interpreted by the Board of Directors. 

Mission Statement and Principal Functions 

The Committee shall serve as the overseer of the Company’s financial reporting process and internal 
controls. As such, the Committee will have direct access to financial, legal, and other staff and consultants of 
the Company. Such consultants may assist the Committee in defining its role and responsibilities, consult with 
Committee members regarding a specific audit or other issues that may arise in the course of the Committee s 
duties, and conduct independent investigations, studies, or tests. The Committee has the authority to employ 
such other accountants, attorneys, or consultants to assist the Committee as it deems advisable. The 
Committee’s principal functions shall include: 

c.nsu/'e Audit jrunt.dvn InuUfjendena. 

• Recommend to the Board of Directors, for subsequent submission to the shareholders of the Company, 
the firm to engage as the Company’s independent auditor, and, if warranted in the discretion of the 
Committee, recommend to the Board of Directors the termination of that engagement. Furthermore, 
ensure that the independent auditor is ultimately responsible and accountable to the Committee and 
the Board of Directors as representatives of the Company’s shareholders. 

• Review the independent auditor’s compensation, the terms of its engagement, and its independence. 
On a periodic basis, the Committee should obtain a formal written statement from the independent 
auditors delineating all relationships between the auditor and the Company and hold active discussions 
with the auditor with respect to any disclosed relationships or services that may impact the objectivity 
or independence of the auditor. In response to the report and if necessary, the Committee should take 
action or recommend that the Board take appropriate action, to satisfy itself of the outside accountant’s 
independence. In addition, review the planning of the independent audit, the performance of the 
independent auditors, and review any special audit procedures required. 

A-l 
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• Serve as a channel of communicaiion between the independent aaditor and the Board of Directors and 
between the executive responsible for the audit functions provided internally or bv contract and the 
Board of Directors of the Company. 

• Review the Company's annual financial statements and any significant disputes between manasement 
and the independent auditor that arose in connection with the preparation of those financial statements, 
including any restrictions on the scope of work or access to required information. 

Assess Internal Controls and Quality of Financial Reporting 

• Discuss with the independent auditor information relating to the auditor's judgments about the quality 
of the Company's accounting principles, including such matters as the consistency of application of the 
Company's accounting policies, as well as the clarity and completeness of the Co_mpany's accountine 
information contained in the financial statements and related disclosures filed with the Securities and 
Exchange Commission and distributed to the Company’s shareholders. 

• Review, in consultation with the independent auditor and the executive having responsibility for the 
internal and contract audit functions, the adequacy of the Company’s internal financial controls. 
Among other things, determine whether these controls provide reasonable assurance that the Com- 
pany's publicly reported financial statements are presented fairly in conformity with generally accepted 
accounting principles. 

• Review the Company’s electronic data processing procedures and controls on a periodic basis. .Also 
revdew any deficiencies noted by the independent auditor in such electronic data processing procedures 
and control. 

• .Approve major changes and other major questions of choice regarding the appropriate accounting 
principles and practices to be followed when preparing the Company’s financial statements for the 
purpose of making recommendations to the Board of Directors as necessary. 

Review Financial Statements 

• Review financial statements" included in The'.-viinual Report tb Sharcholdci-s, 'footnotes’; and manage- 
ment commentaries, Form iO-K filings made with the Securities and Exchange Commission prior to 
release of such statements and filings. In addition, review findings of any examinations by regulatory 
agencies, such as the Securities and Exchange Commission. 

• Publish a written report in the annual proxy statement indicating that (a) the Committee has reviewed 
and discussed the financial statements with management, (b) the Committee has discussed the quality 
of the Company’s accounting principles as applied in its financial reporting, (c) the Committee has 
received the written report from the independent auditors delineating all relationships between the 
auditor and the Company, (d) the Committee has discussed with the independent auditors their 
independence and taken or recommended action, if necessary, related to independence concerns and 
(e) nothing has come to the Committee’s attention that would cause them to believe that the financial 
statements included in the Annual Report on Form lO-K contain an untrue statement or omit a 
material fact, and thus recommend to the Board that the audited financial statements be included in 
the Company’s Annual Report on Form lO-K. Furthermore, the Committee will take action where 
necessary to be in compliance with all applicable rules and regulations. 
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. Re'/iew ^MCh maaagcmeni and the independent auditor each quanerly Form !0-O orior to its filing. 
The Chair of the Committee may represent the entire Committee for purposes of this review, 

• Review with management the Company’s policies and practices for commuricutions with onaiysts. 

Other 

• Approve for recommendation to the Board of Directors the Company's policies and procedures 
regarding compliance with the law and with significant Company policies, including but not limited io. 
codes of conduct expressing principles of busmen ethics, legal compliance, the Foreign Corrupt 
Practices Act. and ocher matters relating to business conduct, and programs of legal compliance 
designed to prevent and detect violations of !aw. 

• Review with the general counsel any legal and regulatory matters that may have a material effect on 
the Company’s financial statements, compliance policies, and programs. 

• If necessary, institute special investigations and. if appropriate, hire special counsel or experts to assist. 

• Perform other oversight duties and responsibilities as may be assigned to the Committee, from time to 
time, by the Board of Directors of the Company and/or the Chairman of the Board of Directors. 

• Review and, to the extent that the Committw determines is appropriate, update this Chaner 
periodically, at least annually, as conditions dictate. 

.VIeetings 

The Committee shall meet at least four times annually, or mere frequently as circumstances dictate, 
Meetings may be called by the Chairman of the Committee and/or management of the Company. In addition, 
the Committee will make itself available to the independent auditors of the Company as requested by such 
independent auditors. All meetings of the Committee shall be held pursuant to the Bylaws of the Company 
with regard to notice and waiver thereof, and written minutes of each meeting shall be duly filed in the 
Company records. Reports of meetings for the Committee shall be made to the Board of Directors approved 
by the Gomnuitee. Or~<i Tegular basis the CorAmittee will meet witu ihe independent auditor independent of 
management, and it will meet with Company management independent of the independent auditor on a 
regular basis. 

While the Audit and Compliance Committee has the responsibility and power set forth in this charter, it 
is not the duty of the Audit and Compliance Committee to plan or conduct audits or to determine that the 
Company’s financial statements are complete and accurate and are In accordance with generally accepted 
accounting principles. This is the responsibility of management and/or the independent auditors. 
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ENRON CORP. 

FINANCE COMMITTEE CHARTER 

The Board of Directors of Enron Corp. (the "Company") has heretofore 
constituted and established a Finance Committee (the "Committee") with 
authority, responsibility, and specific duties as described in this Finance 
Committee Charter. 

COMPOSITION 

The Committee shall be composed of Directors who have expertise and 
experience in economic and financial matters and/or capital markets. 

MISSION STATEMENT AND PRINCTPAT, FUNCTIONS 

The Committee shall serve as a monitor of the Company's financial 
activities. The Committee's principal functions shall include: 

• Review and approve for recommendation to the Board of Directors, if 
appropriate, equity offerings to be undenaken by the Company and its 
subsidiaries and affiliates. 

• Review and approve for recommendation to the Board, if appropriate, specific 
debt and other financings to be undertaken by the Company and its subsidiaries 
and affiliates. 

• Review the Company’s activities with credit rating agencies. 

• Monitor on an ongoing basis the Company’s key financial ratios, including the 
debt to total capitalization ratio, for both consolidated and unconsolitated 
obligations. 

• Review' on a periodic basis the Company’s policy governing approval levels for 
capital expenditures and the Company’s financial plan to fund approved capital 
expenditures. 

• Review and approve for recommendation to the Board the Company’s Foreign 
Exchange Policy and amendments thereto. 
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. Review and approve for recommendation to the Board the Company’s 
Investment Policy and amendments thereto. 

• Review and approve for recommendation to the Board changes in the rate of 
the dividend. 

• Monitor the Company’s exposure under outstanding letters of indemnity, letters 
of credit, and corporate guaranties, and review and approve for 
recommendation to the Board of Directors, if appropriate, the Company’s 
policies with regard thereto. 

. Review, no less than annually, fees paid to and relationships with banks, 
investment banks, and other financial advisors. 

. Review no less than annually, the assets and performance of the Company’s 
retirement plan, 

• Perform such other oversight duties and responsibilities as may be assigned to 
the Committee, from time to time, by the Board of Directors and/or the 
Chairman of the Board of Directors. 

MEETINGS 

The Committee will meet as often as necessary' to carry' out its 
responsibilities, but no less than twice annually. Meetings may be called by the 
Chairman of the Committee ano/oT management of 'the' Company. All meetings of 
the Committee shall be held pursuant to the Bylaws of the Company with regard to 
notice and waiver thereof, and written minutes of each meeting shall be duly filed 
in the Company records. Reports of meetings of the Committee shall be made to 
the Board of Directors at its ne.xt regularly scheduled meeting following the 
Committee meeting accompanied by any recommendations to the Board of 
Directors approved by the Committee. 
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ENRON CORE. 

COMPENSATION COMMITTEE CHARTER 

The Board of Directors of Enron Corp. (the "Company") has constituted 
and established a Compensation Committee (the "Committee") with authority', 
responsibility, and specific duties as described in this Compensation Committee 
Charter. 

COMPOSITION 

The Committee shall consist of directors who are independent of 
management and free from any relationship that, in the opinion of the Board of 
Directors, as evidenced by its election of such Committee members, would 
interfere with the exercise of independent judgment as a Committee member. 

MISSION STATEMENT AND PRINCTPAT. FIINCTION.S 

The Committee’s basic responsibility is to assure that the senior executives 
of the Company and its wholly-owned affiliates are compensated effectively in a 
manner consistent with the stated compensation strategy of the Company, internal 
equity considerations, competitive practice, and the requirements of the 
appropriate regulatory bodies. The Committee shall also communicate to 
shareholders the Company’s compensation policies and the reasoning behind such 
policies as required by the Securities and Exchange Commission. More 
specifically, me Comini-ttce shall be responsible for the following: 

• Review from time to time and approve the Company’s stated compensation 
strategy to ensure that management is rewarded appropriately for its 
contributions to Company growth and profitability and that the executive 
compensation strategy' supports organization objectives and shareholder 
interests. 

• Review armually and determine the individual elements of total compensation 
for the Chief Executive Officer and communicate in the annual Board 
Compensation Committee Report to shareholders the factors and criteria on 
which the Chief Executive Officer’s compensation for the last year was based, 
including the relationship of the Company’s performance to the Chief 
Executive Officer’s compensation. 
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• Review and approve the individual elements of total compensation for the 
senior management of the Company other than the Chief Executive Officer and 
communicate in the annual Board Compensation Committee Report to 
shareholders th? specific relationship of corporate performance to executive 
compensation. 

• Assure that the Company’s Executive Incentive Compensation Program, 
including the annual and long-term incentive plans, is administered in a manner 
consistent with the Company’s compensation strategy as to participation, target 
annual incentive awards, corporate financial goals, actual awards paid to 
senior management, and total funds reserved for payment under the 
compensation plans. 

• Approve, subject, where appropriate, to submission to shareholders, all new 
equity-related incentive plans for senior management. 

• Approve annual retainer and meeting fees for Board of Directors and 
committees of the Board and fix the terms and awards of stock compensation 
for members of the Board. 

• Approve revisions to the Company’s executive salary range structure, annual 
salary increase guidelines, and review compensation arrangements among 
members of the Company’s Management Committee. 

• Review with the Chief Executive Officer maners relating to management 
succession, including, but not limited to, compensation. 

• Review the Company’s employee benefit programs and approve changes 
subject, where appropriate, to shareholder or Board of Director approval. 

• If appropriate, hire experts in the field of executive compensation to assist the 
Committee with its reviews. 

• Such other duties and responsibilities as may be assigned to the Committee, 
from time to time, by the Board of Directors of the Company and/or the 
Chairman of the Board of Directors, or as designated in plan documents. 

MEETINGS 

The Committee will meet as often as necessary to carry out its 

responsibilities. Meetings may be called by the Chairman of the Committee and/or 
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management of the Company. All meetings of the Committee shall be held 
pursuant to the Bylaws of the Company with regard to notice and waiver thereof, 
and written minutes of each meeting shall be duly filed in the Company records. 
Reports of meetings of the Committee shall be made to the Board of Directors at 
its next regularly scheduled meeting following the Committee meeting 
accompanied by any recommendations to the Board of Directors approved by the 
Committee. 
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ENRON CORE. 

NOMINATING COMMITTEE CHARTER 
(Revised October 10, 1995) 

The Board of Directors of Enron Corp. (the "Company") has constituted 
and established a Nominating Committee (the "Committee") with authority, 
responsibility, and specific duties as described in this Nominating Committee 
Charter. ^ This document replaces and supersedes in its entirety that certain 
document adopted by the Board of Directors of the Company in December, 1988, 
entitled “Rules of Governance.” 

COMPOSITION 

The Committee shall be comprised of directors who are independent of 
management and free from any relationship that, in the opinion of the Board of 
Directors, as evidenced by its election of such Committee members, would 
interfere with the exercise of independent judgment 'as a Committee member. 

MISSION STATEMENT AND PRINCIPAL FUNCT IONS 

The Committee shall have oversight for recruiting and recommending 
candidates for election to the Board of Directors, with advice and consent of the 
Company's Chairman and Chief Executive Officer; review of criteria for board 
membership against current needs of the Board to ensure timeliness of the criteria; 
and review of annual directoi perfoimancc evaluations and formulation of 
recommendations to the Board of Directors with regard thereto. Specific duties 
expressly included under the foregoing mission statement follow: 

• Approve for recommendation to the Board of Directors the slate of nominees 
for directors to be elected by the shareholders (and any directors to be elected 
by the Board to fill vacancies). Recognizing that election to the Board of 
Directors does not ensure tenure to mandatory retirement age, the Committee 
will thoughtfully review the performance and contribution of "each director 
coming to the end of his or her term before deciding whether to recommend 
reelection. In addition, the Committee will carefully review the qualifications 
of any proposed new directors. 

• Approve for recommendation to the Board of Directors the directors to be 
selected for membership on the various Board committees. 
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. Recommend responsibilities, organization, and membership of existing and 
creation of new Board committees; excluding, however, special purpose 
committees established by the Board of Directors. 

• Review and recommend from time to time to the Board of Directors 
amendments in Board actions relating to number of Directors and mandatory 
retirement age. 

• Such other duties and responsibilities as may be assigned to the Committee 
from time to time by the Board of Directors. 

CRITERI.A FOR BOARD MEMBERSHIP 

The principal qualities of an effective corporate director include strength of 
character, an inquiring and independent mind, practical wisdom, and mature 
judgment. In addition to these basic attributes, the Committee will establish 
particular criteria for board membership. These may include individual 
qualifications such as technical skills, career specialization, geographical 
representation, or specific backgrounds. Under the Committee's guidance, such 
criteria may change from time to time. The Committee will determine the 
independence of current and prospective Board members prior to recommending a 
candidate- to the Board of Directors. Each director or director-candidate must have 
a holding in Enron Corp. stock. 

MEETINGS 

The Committee will meet as often as necessary to carry out its 
responsibilities. Meetings may be called by the Chairman of the Committee and/or 
management of the Company. All meetings of the Committee shall be held 
pursuant to the Bylaws of the company with regard to notice and waiver thereof, 
and written minutes of each meeting shall be duly filed in the Company records. 
Reports of meetings of the Committee shall be made to the Board of Directors at 
its next regularly scheduled meeting following the Committee meeting 
accompanied by any recommendations to the Board of Directors approved by the 
Committee. 
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Dr. Charles A. LeMaistre, Chairman, 

Compensation & Management Development Committee 

Mr. Norman P. Blake, Jr. 

Mr. John H. Duncan 
Dr. Robert K. Jaedicke 
Mr. Frank Savage 

Subject; Potential Proxy Q & As ^ 

Dear Sirs: 

Attached are answers for potential questions that could arise relating to the Enron 2001 
Proxy. Dr. LeMaistre thought these would be of interest to each of you. As additional 
Q&As are drafted, they will be distributed. 

As always, if you have any questitais, please call Pam Butler (713) 853-5816 or me (713) 
853-3993. 

Very truly yours. 


Attachment 

cc; Keaj^y 

Jeff (Stilling 
Steve Kean 
Pam Butler 
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CONFIDENTIAL 

FOR ENRON BOARD OF DIRECTORS, <\f> 

PUBUC RELATIONS, INVESTOR RELATIONS & HR USE ONLY^ ^ 
POTENTIAL QUESTIONS - ENRON PROXY 2001 
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I . The proxy tables do not ’:hnyv a total value for the executives' 2000 compensatio n. Please indicate t he tota l 
compensation for each of these executives and which items are included in the total. 


The following charts show the total compensation in 2000, 1999 and 1998 for ^ch executive: 

2000 Total Compensation 


Short-Term 

Executive 
Mr. Lay 
Mr. Skilling 
Mr. Frevert 
Mr. Rice 
Mr. Horton 




'Other Annual 
Conmensatioa 
S381.S5I 


for each executive: jy • 

to a ir^ ft J 


All Other 
Compemation 
$857.316 


Total Annual 
Compensation. 
S9.538.867 


S5.6QQ.QQQ 


$47.403 


$120.825 


S6.618.228 


$520,000 

$420,000 

$520,000 


$2,000,000 

$1,750,000 

$1,200,000 


$2,603,541 

$81333 

$15,600 


$447,584 

$16,482 

$11,934 


$5,571,125 

$2,267,815 

51,747,534 


-j 

y ^cT' 

C-vUU^vvi^ 


L-*'''" ^ong-T eim 


Executive 
Mr. Lay 
Mr. Skilling 
Mr. Frevert 
Mr. Rice 
Mr. Horton 


-CoTT^.s-. iz J 

Restricted ' .i-V-t. y ^Vl ^ — ~ Total 


Stock y 

Awards " . ^ 

$7,500,025 

SI .2 18^ 

Options 

Exercised 

$123,399,478 

Long-Term 
Cninnen *536011 

$132.118353 

Total / 

Cornnen-sation / 
$141,657,120 

Percent 
At Risk* 
98.2% 

S3j500.037 

so 

$62,484,460 

$65,984,497 

$72,602,725 1 

98.6% 

$1,500,043 

$0 

$28,732,712 

$30,232,755 

535,803,880 \ 

90.0% 

SO 

$3,953,820 

$16326,027 

$20,179,847 

$22,447,662 

97.7% 

$1,000,044 

$300,000 

$20,601,248 

$21,901392 

$23,648,826 

97.7^ 


1999 Total Compensation 


Short-Term 





Other Ajmual 

Another 

Total Annua] 


Exegutiye 

Salary 

Bonus 

Crtirtnemation 

Cnmrxmsation 

rnmoen.satinTi. 


Mr. Lay 

$ 1300,000 

$3,900,000 

$206,716 

$560,046 

$5,966,762 


Mr. Skilling 

$850,000 

$3,000,000 

$51,701 

$116,342 

$4,018,043 


Mr. Frevert 

$513333 

$1,300,000 

$1,670,356 

$198303 

$3,681,892 


Mr. Rice 

$413333 

$1,100,000 

$63,681 

58,937 

$1,585,951 


Mr. Horton 

$513,333 

$1,000,000 

$15,000 

$7,078 

$1,535,411 


T.nns-Term 

Restrict 


Value of 

Total 




Stock 

LTIP 

Options 

Long-Term 

Total 

Percent 

Executive 

Awards 

Pavouts 

Exercised 

rnTTm«n.«5atinn 

ComneiKation 

At RLsk* 

Mr. Lay 

$0 

SO 

$43.845331 

$43,845,331 

$49,812,093 

95.9% 

Mr. Skilling 

$0 

$0 

$46,359,937 

$46359,937 

$50,377,980 

98.0% 

Mr. Frevert 

so 

$0 

$5,517,450 

$5,517,450 

$9,199,342 

74.1% 

Mr. Rice 

$0 

$0 

$1,726,803 

$1,726,803 

$3312,754 

85.3% 

Mr. Horton 

so 

$0 

$5378,104 

$5,578,104 

$7,113315 

92.5% 
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ShoTt-Tftim 

Executive 

Salary 

Bonus 

Other Annual 
ComiTensation 

All Other 
ComnensarinTi 

Total Annual 
Compensafioa. 


Mr. Lay 

$1,266,667 

$3,150,000 

$160,292. 

$554,904 

$5,131,863 


Mr, Skilling 

$816,667 

$2,250,000 

$23,949 

$114,055 

$3,204,671 


Mr. Frevert 

$458,337 

$1,000,000 

$612,258 

$390,917 

$2,461,512 


Mr. Rice 

$362,500 

$1,100,000 

$9,000 

$4,342 

51,475,842 


Mr, Horton 

$491,667 

$700,000 

$14,300 

$13,362 

$1,219,329 


Lons-Term 

Resnicted 

Stock 

LTIP 

Value of 
Options 

Total 

Long-Tenn 

Total 

Percent 

Executive 

Awards 

Payouts 

ExercLsed 

Comnensatinn 

ComneRsarirni 

At Risk* 

Mr. Lay 

$3,883,503 

$0 

$13,094,776 

$16,978,279 

$22,110,142 

91.0% 

Mr, Skilling 

$1,764,544 

$0 

$2,886,044 

$4,650,588 

$7,855,259 

87.8% 

Mr. Frevert 

$2,390,004 

$0 

$1,255,662 

$3,645,666 

$6,107,178 

76.1% 

Mr. Rice 

$2,503,766 

$0 

$341,086 

$2,844,852 

$4,320,694 

91.3% 

Mr. Horton 

$1,002,548 

$0 

$2,048,953 

$3,051,501 

$4^70,830 

87.8% 


“Percent at Risk - Includes bonus, restricted stock awards, LHP payouts and value of options exereised as a 
percentage of Total Con^jensation. 


Another potential item which outside consultants might add for total compensation is the difference between 
Enron’s 20 00 vear-en d stock price of S83-12S and various grant nriees Ish own in the chart “Stock Option Grants 
During 2000” on p. 23) times the nurrtf>cr of options granted in 2000 . If this item were added, it would increase 
the total for each executive by the following amounts: 


Executive 
Mr. Lay 
Mr. Skilling 
Mr. Frevert 
Mr. Rice 
Mr. Horton 


2000 Stock Option Grant Valne 
$27,549,260 
$21,356,823 
$18,732,159 
$27,445,748 
$3,674,140 


How is executive compeKsaUcn linked to Compcny perfbrmanceZ 


CL 00411 


All decisiota tegar dicg ex ecorive cogpensation are based upon peifonnaa ce as measured against pre* 
established objetUwes, and marieet competiQveaess. To ensure market coi^etitiveness, Enron the 

Towct Peam to c oni^t ananm^ t i^ cc^^at^nro^ covering top position s. 

tb^me*Sa?^J^ Ti^^lqce. ail other compensation i s "at ris k*’ 
based on Enron’s perform ance. Annual bonus hmding (the “bonus pool”) is determined conside ring 
perfonnance against pre-established earnings targets. Performance sets the size of the pool that is distributed to 
employees across Enron based on business unit perfonnance, and mdividual performan^ Long-term incentive 
asi^ds are delivered to ehgible executives 50% ip stock options and 50% in restricted '^ha^^ An increase in 
stock once, which henefTts all ^harfhnM< ;i 3 . is required for executives to receive any pin nn rtfv-lf 
Restricted shar es, a key retention mec ham?mi, y^ts four years foUnwiny the yrant HaTf but Tna y hr- arrr»lVraf H 
based on FnrciTi’a ann ual cumulative sharebolder r eturn relative to the S&P 500. Size of grants i-s sat t:nn«n~dpTing 
market con 5 )etitiveness (at the 75* percentile) and manage ment’s discmtion. r^o Cotrqsensation Md 
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Management Development Committee of the Board of Directors a pproves base salaries, bonuses, and lon'^-cem: 
incentive awards for executives. 


3. Why should Enron stockholders be supportive of employment a^eements for the Named Officers? 

The Board of Directors believes tfatu employment agreements are an essential mechanism for^tatmno we 
believe to be the top executives b the industry. The agreements generally provide for stob^r-aTynon grraTir<! 
which align the interests of these executives with stockholder interests. The agreements also contain strong non- 
c QCTete languag e should' any of these individuals leave Enrotu Consequently, we believe these eniplo^ent 
agreements serve both parties equally. 


Why is the title in JCen Rice 's employment agreement “Chi^ Commercial Officer, but his tide in the Summary 
Compensation Table "'Chairman and Chief Executive Officer, ESS"? 

Mr. Rice's employment agreement was executed prior to July 21, 2000 when he was appointed to Chairman and 
Chief Executive Officer, Enron Broat&and Services, Inc. 


The "Other Annual Compensation" in 1999 and 2000 for Mr. Frevert appears to be significantly higher than 
the other executives. 

Mr. Frevert was on an e xoatriat e assigmne nt. which terminated during 2000. jjyi conjunction with his 
assignment, he had received payments to cover premimos. allowances, and tax gross-ups for additional tax 
liabilities. 


6. What plan generated the large LTIP payment to Mr. Rice in-the "Summary Compensation Table "? 

Mr. Rice r eceived a grant of 101,380 phantom units in 1997 un der th e ECT Long Term Conroensatinn Plan, in 
lie .u of in the Emon Cotp Loi^ Term Program for that year. *■ That grant vested based upon ECT 

actual performance relative to target perfoimance, with an accelerated vesting schedule where ECT exceeded its 
operating plan. As per the Plan, for 1997 performance, 43 -1/3% became vest~ 'l;um additional 33-1/3% vested 
in 1998 ; t he last traunche vested December 31. 199 9. As per be Plan and after 100% vesting, 60% of the grant 
was redeerMh m casn Oased upon Enron's closing stock price on January 24, 2000. An additional 20% was 
redeemed on January 24, 2001. The remaining 20% will be redeemed in 2002 based on Enron’s stock price 
performance. 

7. The "A esresated Stack Ootion/SAR Exercises" Table show that Ken Lav realized S123.399.478 in 2000. What 
grants generated this value? 


Mr. Lay’s employmenc agreern gnt was an^de^ 1^ ^94 and he was awarded a grant of 1,200,000 (pre-split ) 
options on February s, 1994 (previously oSmose^n Enron’s 1995 Proxy.r the grant became 20% vested in 
rav4 with the remamaerto-veal ou UeuefllBet 8. iOOu. However, vesting vis to be accelerated based o n 
Enron’s attainment of annual growth targets in ^ming<8 per share. The grant became ftillv Jawtmv 

'IVe grant was mane wtinV/-yeai Uim, as sucn, the options "were scheduled to expire on February 13, 
2001. TheOTg^^wCTe_ga£ted_at$27j22ijjjUe (post-split) and were exercised throughout the year 2000 at an 
average exercise price of S76.0583/share. 


The total shares/options reported in several tables (Summary Compensation Table-Securities Underlying 
Options, Aggregate Stock Option) for 1998 cn-e different from what \vas reported in the 1999 Proxy. Why? 

On August 13, 1999, Emoc stock underwgnt a 2.far.l split. For ever y one option or share in an employee ’s 
a ccount, another opting or share wax gredifgd tn that a.-rT<iint.. The pure n umfagr o f opOons/'s ^yf^ HnnhlgH At 
the same tirrie. the price per share was reduced hv 'A. The net value for every account after this transaction 
remained the same as the value immediately prior to the split Thus, the tables have been adjusted to reflect the 
split. 


04/16/01 
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9. How did you determine the amount to contribute to Dr- Gramm j Deferral account? 

The amount is calculated as per the 1991 Stock Plan airi represents t&s aggregate fee paid to other directors in 
stock ODtjons and phaotom stock u nits. Hre a^reg^ fee is t he aaatal retainer plus meeti ng fees for six regular 
Board meetings. 


10 . did Lord Wakeham receive Phantom Stock Units in lieu of the mandatory def erral into the Phantom Stock 
Account? 


Deferral plan schemes do not work ia the UK. Hdweva, a gatf of pfetmtom storV imlts in lieu of 
deferral in to the Phantom Stock Account (und er &e 19 94 Deferral Plan) pr ovides Lord Wakeba m with th e 
opportunity to deter income taxes tor up ;o 60 moiiih& 


1 1 . iVhy did executives acercise stock options in 2000? (See chart titled "Aggregated Stock Option/SAP Exercises 
During 2000 and Stock Option/SAP Values as of l2/il/Q0''}. 


Decisions by executives to exercise tfacir stock options are con^jletely personal, and usually result 6ora persona l 
financial or tax advice, and cash flow objectives. 


12. Why does Enron provide splU-dollar life insurance to Messrs. Lay and Skilling? 


Split-doUar life instance is often provided as part of the total compoMation package for the most senio r 
executives. Enron will recover the cost of life issoraoce pTemiunis upon each of their deaths. 


1 3 . What percent of Enron Corp. slock is oymed or a 


-.ontrolUlvE^o.. employee? 1 ^% 


Emog employe es own approximately 12.6 million shares of stock under the ESOP and approximately 16,3 
million shares o f stock under the Savin gs Plan for a total of 28.9 millioB shares . ThCTe are approximately 75 1 .6 
millioa Enron shares outstanding and, therefore, emplo yees own approximately 3.8%. If we include Enron 
shares of stock held by Enron officers and directors outside the above two plans, the percentage increases to 
approxuracely 9.0%. 

14. How did £r3«3H rank relative to the eleven industry peer companies for the 4-year performance unit period of 

1991-2000? 

Based on EnrQnls-4>vear Total SharehoIder_Returp. Enron rank edjg^^t j)f_ll_Qifae]Uimttipaniy3. During the 
measurement period of 1/1/97-12/31/00 Fgrm^’«! rettim to its stockholders was c ompared with 

12^ g.QS% for industry peers. far the S& P aTiH_^^3% for 90-dav U.sTrraasury Therefore- 

perfonnance units granttd m 1997 were valued at $2.00 for payout purposes. 

IJ. How are costs ajjociafed vfitk each executive 's personal use of Enron aircraft calculated? 


The actual incremental coats of using the company’s airplane is based on a per mile and per plane for rn'tta^ 
c alled the in dustry Fare Leve l,’' which is set by the IRS and is appmrfmateiv eqiMva1eptTn_rfaa eoat of 

^t class tt avei on co um te iL ial airlines . These costs are imputed income to each executive. They pay taxes on 
rhtg arnflimf- 

16. Does £>iro« use tm'independerti cortsultant for advice on executive and director's compenjarfo/i.^ 


Yes, Enron utiliaes the consulting services of Towers Peirin as it relates to executive and director's 
compensation. We rely on the consultants’ expertise when we are presentmg ccanpensation recommendations to 
the Compensation Committee of the Board. At Compensation Committee meetings, the employee directors. 
Messrs. Lav and S kfflirt g, lea ve the boardroom so that their own con densation packages and the co igpaay's 
perfonna^e may be discussed witfanut influence. 


04/16/01 
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17. What is Enron's philosophy in entering into consulting agreements with non-employee Directors such as 
Messrs. Urquhart and Wakeham? 

Noa-euiployee directors are generally chosen because of die specific experri-ip th ^y can offer to the company. 
They are familiar with the con^any and can provide valuable assistance in the areas of their expertise, Enron 
believes we can obtain a competitive edge by using die specific talents of our Board members. Some may call 

18. Why is Enron no longer granting performance units under the Enron Corp. Performance Unit Plan? 

Enron has become such^^divetsified conqiany diat u tilizing die S&P 5Q <^ jr, nffy^cutive long- 

term grants was de termined to better align executive pa y to total shareholder retur n. 

19. Why does Enron use restricted stoc k with time-based vesting and a performance accelerator? 

There is no mark-to-market liability associated with restricted stock gran ts that vest on a time basis with a 
feature t o accelera te vesting if performance hurdles are achieved. Additionally, this long-term inceative de sign 
provides an incentive for executives to provide returns fliat meet or exceed the S&P 500, which is great for 
shareholders. 


04/16/01 
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Interoffice 

Memorandum 



Department Executive Compensation 
Date: November 2, 2001 


Dr. LeMaistre has requested that we send you the attached schedule, which has been used by 
the Compensation Committee for many years. October 30, 2001 values are reflected in this 
report. Please treat this information as highly sensitive and confidential. 

Mr. "Lay and Mr. Frevert each have a Loan Commitment Agreement which allows for advances 
up to 57,500,000 and $3,000,000 respectfully. Under SEC rules, Enron stock can be used to 
reduce an outstanding balance. Since May 1999, Mr. Lay’s Loan Agreement authorizes the 
use of Enron stock to repay the loan and some payments have been made. 

Also attached is a memo from Chuck Essick of Towers Perrin outlining and opining on a 
recent insurance contract swap for Mr. Lay. 

If you have any questions, please contact Charles (Mickey) LeMaistre at (210) , Mary 

Joyce at (713) or Pam Butler at (713) 


Enron Com. Board of Directors: 


Robert A. Belfer 
Norman P. Blake 
Ronnie C. Chan 
John H. Duncan 
Wendy L. Gramm 
Robert K. Jaedicke 
Charles A. LeMaistre 
John Mendelsohn 
Paulo V. Ferraz Pereira 
William C. Powers 
Frank Savage 
John Wakeham 
Herbert S. Winokur, Jr. 


cc: Kenneth L. Lay 
Greg Whalley 
Mark Frevert 
Pam. Butler 
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Towers Ferrin 


Charles E. Essick 

Principal 

^ Houston Center 
1221 McKinney. Suita 2600 
Houston, TX 77010-1006 
713 754-5416 
Fax:713 7S4-S462 


PRIVATE & CONFIDENTIAL 

November 2, 2001 

Dr. Charles A. LeMaistre 

Chairman, Enron Compensation Committee 

Enron Corp. 

7 Bristol Green 

San Antonio, TX 78209 

Dear Dr. LeMaistre: 

As you requested, Towers Perrin has prepared this letter based on our previous 
discussions with Mary Joyce prior to September 14, 2001, providing our 
observations regarding the Ken Lay insurance swap approved by Enron's 
Compensation Committee earlier this year. 

Background 

Towers Perrin understands that Ken Lay purchased annuities with a tax basis of $5 
million for his wife Linda and himself (fora total tax basis value of $10 million). At the 
time when Enron's Board asked Ken to resume his duties as CEO following Jeff 
Skilling's departure, the Company began exploring ways to provide a reasonable 
retention incentive for Mr, Lay to encourage him to continue serving as CEO for the 
next 4.25 years. 

Traditionally in the market, this type of retention handcuff is handled by issuing 
restricted stock to the executive. However, we understand that Mr. Lay has a very 
large current position in Enron stock and that he expressed an interest in having 
more liquidity in his personal portfolio. Consequently, as part of an attempt to give 
Mr. Lay the liquidity he desired and a simultaneous retention incentive, Enron's 
Compensation Committee agreed to the following: 

■ Enron purchased the two annuities from Mr. Lay for $10 million in cash. 

■ The Board agreed to allow Mr. Lay to earn the annuities back over 4 years for 
continued service. 

■ The $10 million present value of the annuities is to be netted out against Mr. Lay's 
long-term incentive awards over the next 4 years ($2.5 million per year). 


WP . 01449 
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TowmPerrin 


As we understand this transaction, the initial $10 million cash payout to Mr. Lay for 
the annuities is equal in value (on net present value basis) to his cost for the annuities 
and is less than the current NPV floor value of the annuities ($1 1 .2 million). 

Therefore, while there are cash flow consequences to the transaction (since Mr. Lay 
receives the cash now), the Company will receive greater value for this swap in the 
future than the $10 million payout made to Mr. Lay. 

The feature of the swap which allows Mr. Lay to earn hack the annuities over 4 years 
is simitar to the way a restricted stock award would be structured. Thus, It should 
serve as an effective retention device, similar to restricted stock. However, since this 
portion of the insurance swap was done in lieu of restricted stock (which would be 
the more common vehicle used in the market), Towers Perrin recommends that this 
value be subtracted from future restricted stock/option awards that would otherwise 
be granted to Mr. Lay over then next 4 years (at a rate of $2.5 million per year). 

Finally, Towers Perrin understands that one alternative to the structure described 
above was to simply provide a $5 million signing bonus to Mr. Lay and to allow him 
to also sell his annuity, but not his wife's annuity to the Company. Towers Perrin 
believes the structure of the original agreement is preferable to this alternative, since 
it provides a meaningful retention incentive. 


* * . *. * * 

I hope this letter meets Enron's needs. Please call me with any questions. 
Sincerely, 



CEEimhm 

cc: Ms. Mary Joyce 

Mr. John Duncan 


WP - 01450 
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AGENDA ITEM NO. 6 
OTHER BUSINESS 

6(a) Employment Agreements for Stan Horton and Rebecca Carter 

6(b) Ken Lay’s Employment Agreement 

6(c) Administrative Committee Approval Process 

6(d) Potential Acceleration of LTIP /KEYSOP January 2002 Grants 

6(e) Potential Miscellaneous Broad Based Employee Grant 

6(f) Stock Utilization Report 


U.S. Senate Permanent Subcommittee on Investigations 


EXHIBIT #54 
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AGENDA ITEM NO. 6(a) 
EMPLOYMENT AGREEMENT SUMMARIES 



, ; 1 < 

Stan Horton — fchairman & GEO, EnronTrapsportation Services Company ~\ 

Do ^ '2 ^(t|SD • - - ^ 


standard Contract ^ ^ 

Expires March 1, 2005 

Mutual consent if requested to relocate from Houston, Texas 


5ZD 
\ zoo 

-to OD 


37 


• Signing equity grant of $3,000,000: 


o $1,500,000 stock options = 107,145 options 
o $1,500,000 restricted stock = up to 37,500 shares 


• Standard vesting and 5-year term options 

• Date of grant will be date approved by the Compensation Committee or date 
employment agreement is executed, whichever is later. 


Rebecca Carfer-Sr. ^ico^resfSent, Board Communications & Secretary 



o $250,000 restricted stock = up to 6,250 shares 

• Standard vesting and 5-year term options 

• Date of grant will be date approved by the Administrative Committee or date 


employment agreement is executed, whichever is later. 
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XGENBA ITEM NO. 6(b) 

KENNETH L. LAY 

CHANGES TO CURRENT EMPLOYMENT AGREEMENT PROVISIONS 




CURRENT 


PROPOSED 


Term: 12/31/03 Term Date 12/31/05 Term Date 


Title(s): Chairman of the Board, Enron Corp. Chairman of the Board, Enron 

Corp. 

Chief Executive Officer, Enron 

Base Salary: $975,000 $1,000,000 


Pension 

Benefits; 


Loan 

Agreement: 

kTO 

Contract 
Equity at 
signing; 


Years of service through termination are 
used to calculate pension benefits. 
Would lose final average pay 
“backstop” benefit, present value of 
$2.5inm, if rem ains active after 
12/31/01. 


Include provision in th e 
employment agreement which 
specifies t hat “backstop” benefit s 
provided to Mr. Lav through 
the term of the agreement. 


$4 rnilUon through 12/31/2001 


$13. 6mm for 2 year extension 
(12/31/01 to 12/31/03) 


Extend.>4Tmllion through 
12/31/2005 ■ 

to 



[Uity gr^t $ 1 0 million (4 
options/4®'o restricted stock - 
standard vesting). 

Potential upward adjustment in 
the next 4 to 6 weeks when new 
market data is available. 
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Arthur Anderssn 
Frof*satc>r33J ^andareh* Group 


To; Benjamin S. NauhausanigAMDERSEN WO 

cc; John E Slewart@ANII)£RSEN WO 

Date; 05/28/99 05: t5 PM 

From: Benjamin S. Neuhausen. Chicago 33 W. Monroe. 50 / 72307 

Subject Enron 


Coromonts from Dave Duncan mariied below 

— Foiwaniod by San^trtn S. oa ((CSS PU ■■ — - 

Jo; David B. DuncanQANDERSEN WO 

ca: John £ Stewert^ANOHRSEN WO 

Date: 'a5/2&99 OSrSO'PM 

From: Benjamin S. Neuhausen, Chicago 33 W. Monroe. 50/72307 
Subject Enron 

In case we don't hook up thia afternoan. here are the rcsuta of dlscus^fl with John and further Ihinidog 
cn my pert 

1 . Setting aside tha accountirtg. Ices af a venture antily managed by CFO '» terrible fnarr a bu5jr>ess - - 
poifTt of view. ConfSkts of jmerest g^ore. W?ty woukj any dlrectof in h*s or her right mind ever approve 
such a acfiertw? Plus, even if all tha accounting obetacles boJcw are ovarcome, its a ratated party, which 
rneans FAS 57 discJcsure* of al transacJJcna. Would Enron want these !ran«ctttr« diactos e d every year 
as n?l3ted party trarvsactioina in their frnanciaf s^rn^ts? Agree . • 

Z. Enron should view the now entity as a SP£ for accounting purposes, and sppfy EfTF Te^ic D-14 
and Issue 90-15. This raises several tssuas: OK 

a. CFO's capital b ntst caprtaJ from an Independent party as that tern is used in bi ("F 901 5. 

Therefere. CFO's capr^ is. Ignored ffi detenninir^ wetwrihortho entiy has enough tr*3epencieBt capital at 
risi toavoiri oftiolidatian by Enron. OK 

b. It Enror? mates a gift to the arufry after termadon. the value of the gift should be subtracted from 
the investors* equity al risk, indudlng the independent investors. So. if CALPERS tovesa 510 miiion and 
^leir pro rata sham of the gift from Enron is 550 miatoa CALP6^S has no ai hsk. The resu* 'a that 
Enron win need to consofidase the 5PE because the SPE has no outside equ^ at rtsit Awfufiy tough. 
CALPERS doesn't actually recefvs a cash nilmbufsament of its equity contribuBoa (dtffererrt from 
feee dfecu»»ed In SO-15). D«r>ear eusaeete viewing the gift as an Enron eaprtal contributioti, and 
then exmeidering whether the outside eapifrd passes the Croooh 8&/30 t»ct 

c. The outside investors need to own the residual class of equity. That is. the CFO canl be 
sufaordinatsd to the outside investors. Agree 


3. We .would be vwy uncomfortable with Enron recording gabs on sates d sssels to the ertiiy or 
Irnmedate gains on ary lransactiof». Subsequent mart to maricat gains are rot trout>tescme. but 
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immediatE gains axa. Dav» understands toncam. but 5f a* proposed »veTy transaction with Enron 
is approved by the outsrds investors, what Is the to preclude gain? 

4. if part of tfie gift goes tn tti« CFO, dial a compensadon estpeose to Enron. Agree. 

5. ' W Enron insulates the CFO from risk, }h«> the CFO's eapdai and veds shtxjld be viewed as Enron's 
caphai and vete. Same rBSuit if Hnnan has ihe Ufaide on Iba CFO's hnvestment A new twist la to have 
erthef the value of the gtfl or at Uast some of the upaidego to a charitable rameindertmaL Enron 
would recommend charitie* to the truata*. but the trustee wouW have variance power, Weirid that 
constitute an Enron nsslduai Irderesf? 


o^ 699 iVtnui’ AAOanen. Ail Reearml. Por Inumal Um emir. 

rrinciKS ejr: ;Jcib5v *. 


AA(HH D00818 
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To: Beniamin S. Netrtm«ert@,V«IOERSEN WO 

tc: JoiviE.Stsv»rt^D£HSENWO 

Date; 06;DtySg 11:07 AM 
ffORC Dmtid 6. Duncan 
Sublect Fte: Enron 


Ben- \ agree all the points you and John rase except far two. where 1 need some more help. 

But first on your pc^nt 10-e.. the whole ttwg is a bad idea), i realty couldn’t agree more. Restassined that 
} h3^ already commi^icated and kim been agreed to ^ Andy that CEO, Gen^ Coundi. and Board 
discusdon and approval wiii be a requirenwnt on our pert fbr acceptance of a ventunrsimMar to wh^ we 
have been disctsuing. Rick is insistent of such communicatipn aiso. You should aiso krxTW that none of 
this corr^nicatfan has yod to ixcur and this thing could get KiSed when It does. This thir^ » s$f very 
much in the brainstQrm^ stage, but Andy wants fa mcwe through d very guicUy to get al this done, if 
polsibte, thaqi^rter. Andy is convinced that Basis such a win-win that everyone w4f buy in. Ws’fi see. 

i have step disomat wdBi Mdy and.f^ the formafion SAd ongoing related par^ ^seiosures that be 

necessary In the proxy and Rnandats. This w91 slao be a contoonent of any discussion with those 
mendoned ataove. 

ae ususd, i am »:d wt8 our locsl ofBcfl mgmt. In the toop CA this unusual potend;^ transaction as 

it proceeds to ensure I’m Bhtbng a^vopriats pnacbce advice. 

On the Bccoun&ig, rd Von to discuss farther your points reduces equBy at r»)Q and B 

(uncomtortable with transaction gaina). 

2b- The purpose of the “gftr^obvlausly, Enron and Andy would (Sspute that chamctericatlan far the 

iwesons I’ve m^iliORCd to you prevrously} ki to.no doubt provide over- eolatentizeiton to the venture 
equ^ fteyers. it wH no longer enrich the equity hcldars sc wsB a eonsaqusnce of the original 
di«»3iim^the deemed compenaadon Issue tock care of that}, the ament plan ia Is have any residual 
that mi^ remain aftar some predatermined tknc go to fats charity bust idea IhM Andy had last 
1>)ur&diay<n»fa about that tiiter). It eeeme to me that the important conaktoiatien la whether Bw equity 
holders maintain ca^atal at risk suflident to me^ the ^E requiremema IhroghoU the Ste of the 

venture. If they were to receive a disBfauBon of any *glfr eapQst or otherwisa e Rrtum of caplteL I 

wouhi agree your conclusion. But If they do nrt end outside capBai sufficient to meet the test renains 
In the venture,! dent understand why any other aocc^s capital would make a thnerence. Ptoasa ctorify. 

In otoer ventures where Enron hae emptoyed an over-coi!aleraUzs8on technique, we have touted to the 
ao^ rule as « guide for excess. I have been ttunfdng about bcfw fast mey fiPt^ it would net seem 

to eak6muchbcrrcMNxlc8pBalibriheventvetopasslheto8t)rw«waritedtosp^tt(a8suniingthe*grr 
as Enron capfial for purposese of the test). CX»vioi»ly, this ^rudure is unusual in that Enron has no vote 
and no real owrwrshJp totorett In the vanture. tfs fiks ihle o«t ®<ju*y ie poricad here far awWto to provide 
the over-coiimeraicz^tcm. then wilt go awayt to charily t’m tdd}. Does H make sanse to apply this teat 
here? U does nor sami that this wS preefade the ouMe hoiders from tru^ cantoning there lfT^>orta»t 
rights in the ventureCia., to approve eH tnvestmerris). Your thoughts on this would be appredsted. 

%■ if vte can dear the hurdfc of Enron not consofidating this vsirtipe. help me todefoat gain accounting on 
Enron transactions where approval d the trawacbon is controSed by Ihs nonretoled owners and foimese 
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opinions will be obtajnad for all fm not saying ksva with file either.but iH need aU the ammo I can 
get lo taka that issue on. 

Fmaliy, the charitable tn^st Idea. As ] mendoned to you. Andy's latest idea te avdd (he campensabon issue 
and ,Mi my view . meke this all more saleable to top mgmt and the BOD, is to have any residual benefits 
irom the forward trarrsaction( the "gifn 9° to e Charitabie tmst as opposed to the other venture partrea. 
The nofion is that this does not create a residual interest to Enren m Emoit would not control the 
tnjst,(ahhough Enron ooukj ujggest to the trustees where to direct gifts artd the Tust would probably be 
called the Enron Chari^ TrusQ. He says these are done alt the time tor tax purposes. 

I’m still working hirn to figure out hew exactly tfw wS work and accomplish his objectives, tt seems if 
the gin Is In the venture in generaKes opposed to the trust only) it wii attach toil the venture owners. It 
must be that ths trust wHi hold a real butspecflcally defined rastdiial interest in the venture but have no 
vote. If Enron wHi truly have no control ever tt^ trust and the funds could never return , how would you 
view this? Stfl no accountilng by EriFon(cansotid3don of trust and/or charrtsbla donation expense)? 

Thante tor your advice and patience as this thirvg unfc^ds. Lets please talk as soon as possible. 


QiassAitnurAiKierMn. AJtnigm Rwwvd. Far Imtmaf Um orVy. 
PrlxxCad Byi John S. Itr wc t 
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Excerpt from — - — 

MINUTES 

SPECIAL MEETING OF THE BOARD OF DIRECTORS 
ENRON CORP. 

June 28, 1999 

Minutes of a special meeting of the Board of Directors of Enron Corp. 
("Company"), held pursuant to due notice at 10:00 a.m., C.D.T., on June 28, 1999, 
at the Enron Building in Houston, Texas. 

The following Directors were present, either in person or by telephone 
conference connection, where each participant could hear the comments of the 
others and join in the discussion, constituting a quorum: 

Mr. Kenneth L. Lay, Chairman 
Mr. Robert A. Belfer 
Mr, Norman P. Blake, Jr. 

Mr, John H. Duncan 
Mr. Joe H. Foy 
Dr. Wendy -L. Gramm 
Mr. Ken L. Harrison 
Dr. Robert K. Jaedicke 
Dr. Charles A. LeMaistre 
Dr. John Mendelsohn 
Mr. Jerome J. Meyer 
Mr. Jeffrey K. Skilling 
Mr. John A. Urquhart 
Lord John Wakeham 
Mr. Herbert S. Winokur, Jr. 

Director Ronnie C. Chan was absent from the meeting, Messrs. James V. 
Deniok, Jr. and Andrew S. Fastow, and Ms. Rebecca C. Carter, all of the 
Company or affiliates thereof, were also in attendance. Messrs, Richard B. Buy, 
Daniel R. Castagnola, James A. Hughes, and Joseph W. Sutton joined the meeting 
in progress as noted below. 

The Chairman, Mr, Lay, presided at the meeting, and the Secretary, Ms. 
Carter, recorded the proceedings. 

Mr. Lay called upon Mr. Skilling to discuss a proposed investment 
partnership. Mr. Skilling noted that due to changes in the accounting treatment of 
off-balance sheet transactions the Company had been analyzing new types of 
financing vehicles. He called upon Mr. Fastow to discuss the proposal. 
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Mr. Fastow discussed certain challenges the Company is facing regarding 
hedging its investment in Rhythms NetConnections {“Rhythms”), a high-speed 
data communication services company in which the Company holds an equity 
position, and increasing the liquidity in its Merchant Portfolio, He noted that the 
Company has certain special purpose vehicles (“SPV”) that have significantly 
appreciated in value due to holdings of forward contracts on the Company’s stock. 
He proposed establishing a non-Enron investment partnership (“LJM”) with 
outside investors. The Company would transfer the in-the-money value of a 
forward contract currently held in a SPV into LJM. UM would pay the Company 
$50 million and enter into a swap with the Company to hedge the investment in 
Rhythms. In addition, LJM may negotiate with the Company regarding the 
purchase of additionai assets in the Merchant Portfolio. Mr. Fastow stated that he 
would serve as the General Partner of LJM but have no direct pecuniary interest in 
the Company’s stock. A copy of Mr. Fastow’s presentation is filed with the 
records of the meeting. 

A discussion ensued with Messrs. Derrick, Fastow, Lay, and Skilling 
answering questions from the Directors regarding Mr. Fastow’s involvement in the 
partnership and the economics of the transaction. Mr. Fastow noted that 
PricewaterhouseCoopers LLP would be rendering a fairness opinion that, in their 
opinion, the value the Company was receiving in the transaction was in excess of 
the value of the forward contract the Company was giving up. Following the 
discussion, upon motion duly made by Mr. Meyer, seconded by Dr. Jaedicke, and 
carried, the following resolutions were approved: 

RESOLVED, that amendments to the oonfirmations dated 
February 13, 1997 and March 23, 1998, respectively (the 
"Confiimations"), to the master agreements dated January 16, 1996 
and December 9, 1997, respectively, between UBS AG ("UBS") and 
Enron Corp. (the "Company") resulting in an increase in the strike 
price for a portion of the Confirmations and a decrease in the strike 
price for the balance is hereby authorized; 

RESOLVED FURTHER, that the assignment by UBS to, and 
assumption or purchase by LJM Cayman, L.P. (the,'’Partnership") of, 
a portion of the Confirmations and underlying shares of Enron Corp. 
common stock held for the Company by UBS (the "Enron Shares") 
together with the Company’s execution of a master stock purchase 
agreement (the "UM Master Stock Purchase Agreement") with the 
Partnership is authorized; 

RESOLVED FURTHER, that cancellation of the LJM Master 
Stock Purchase Agreement prior to the expiration of such agreement 
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in connection with the transactions, and for the consideration to the 
Company, presented to the Board for its approval is authorized; 


! 


RESOLVED FURTHER, that Kenneth Lay and Jeffrey 
Skilling are hereby appointed as a committee of this Board with fiiil 
power and authority to determine if the consideration received by the 
Company in such transaction is sufficient in. the event of a change in 
the terms of such transaction from those presented to the Board for 
its consideration; 


RESOLVED FURTHER, that the Board hereby adopts and 
ratifies the determination by the Office of the Chairman punuant to 
the Company's Conduct of Business Affaiis/Investments and 
Outside Business Interests of Officers and Employees that 
participation of Andrew S. Fastow as the managing partner/manager 
of the Partnership wiii not adversely affect the interests of the 
Companyi 


RESOLVED FURTHER, that each of the Chairman of the 
Board, the Vice Chairman of the Board, the President, or any Vice 
President of the Company (any one of them acting alone) is hereby 
authorized and empowered to negotiate, execute, deliver, perform, 
and consummate, for and in the name and on behalf of the Company, 
such agreements as are necessary to effectuate the Amendments and 
transfer of Enron Shares, such execution to be conclusive evidence 
of such approval on behalf of the Company; 


RESOLVED FURTHER, that the Chairman of the Board, the 
Vice Chairman of the Board, the President, or any Vice President of 
the Company be, and each of them hereby is, authorized irs the name 
and on behalf of the Company, under its corporate seal or otherwise, 
to negotiate, execute, deliver, amend, perform, and consummate 
such indemnification agreements or other agreements, instruments, 
or documents as such officer may deem necessary or desirable to 
carry out the purpose and intent of the resolutions herein, in such 
forms as shall be approved fay the officer executing the same, such 
approval to be conclusively evidenced by the execution thereof by 
such officer; 


RESOLVED FURTHER, that each such officer be, and each 
such officer hereby is, authorized in the name and on behalf of the 
Company to take or cause to be taken such action as such officer 
may deem necessary or desirable in connection with the performance 
by the Company of its obligations under any agreement, document. 
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or instrument related to these transactions to which the Company is a 
party; 

RESOLVED FURTHER, that aH actions heretofore taken by 
any officer of the Company, in the name and on behalf of the 
Company, related to or in connection with the transactions 
contemplated by these resolutions, including without limitation the 
execution and delivery of any instruments or other documents as any 
officer shall have deemed necessary, proper, or advisable, are hereby 
adopted, ratified, confirmed, and approved in all respects; and 

RESOLVED FURTHER, that the proper officers of the 
Company and its counsel be, and each of them hereby is, authorized, 
empowered, and directed (any one of them acting alone) to take any 
and all such further action, to amend, execute, and deliver all such 
further instruments and documents, for and in the name and on 
behalf of the Company, under its corporate sea! or otherwise, and to 
pay all such expenses as in their discretion appear to be necessary, 
proper, or advisable to carry into effect the purposes and intentions 
of this and each of the foregoing resolutions. 
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MVSVTES 

MEETING OF THE FINANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
ENRON CORP. 

October IE 1999 


Minutes of a meeting of the Finance Committee {“Comminee”'^ of the Board of 
_Directors of Enron Corp. ("Company"), held pursuant to due notice ai 4;.'() p.nv. C.D.r., 
on October i L 1999 at the Enron Building in Houston, Texas. 

The following Committee members were present consiiruting a quorum; 

Mr, Herbert S. Winokur. Jr.. Chairman 
Mr, Robert A. Belfer 
Mr. Norman P. Blake. Jr. 

Mr. Jerome J. Meyer 
Mr. John A. I'rquhan 

_ Committee member Ronnie C. Chan was absent from the meeting. Directors Ken 
L. Harrison. Kenneth L. Lav. Charles'.A. LeMaistre. and Jeffrey K, Skilling. Messrs, 
Richard B. Buy. Richard A. Causey, .Andrew S. Fastow. David 3. Ctorre. Mark E. 
Koenig. Jeffrey McMahon. Theodore R. Murphy, and .Teseph Surton. and Ms, 
Rebecca C. Carter, ail of the Company or affiliates thereof, also attended tite meehng. 

The Chairman. Mr. Winokur. presided at the meeting, and the Secretary. Ms. 
Carxer. recorded the proceedings. 

Vtr. Winokur called the meeting to order and noted that a draft of minutes of the 
meeting of the Committee held on .August 9. 1Q9Q had been distributed to the Committee 
members. He called for any corrections or addition.^. There being none, upon motion 
duly made hy Mr. -Meyer, “seconded by Mr. Crquhan. and carried, the minutes of the 
meeting of the Committee held on .August 9. 1999 were approved as distributed. 

Mr. Winokur called upon Mr. Fastow to present the Chief Financial Officer's 
report. Mr. Fastow review'ed the (Mmpany s key financial ratios and long*ienn liabiiiy 
analysis, noting the mix between fixed and floating rate liabilities and on-balance and oft- 
balance sheet debt. He discussed the Company's stock trading ponfoiio and noted 
changes since the beginning of the year. He re\‘ievved the investments made year-to-date 
by each business unit and compared them to the plan amount. He discussedjhe status of 
capital commitments year-to-date and commented on the transactions the Companv' had 
taken or would be uiking U) fund ihc cash ouitlows and noted the importance ot tund.'^ 
flow- to the Credit Rating Agencies. He distributed a handout on hinds flow, a copy oi 
which is tiled with the records exf the meeting. He discussed issues impacting funds tTot\ 
and how the Company was managing funds flow*, including vehicles currentls in place 


TI.S. Senate Permanent Subcommittee on Inv esti2ations 

EXHIBIT #56b 


EC 000024391 




437 


and the strategy for the future. A copy of Mr. Fastow's repon is filed with the records of 
the meeting. 

Vfr, Fastow then updated the Committee on a financing structure 3^p^o^■ed earner 
in the >ear- LJM L and discussed the benefits that the Company had mcasTed stnce (he 
transaction closed on June 50. IdOO. He recommended that the Company continue lo 
syndicate capital investments to address the funds flow Issue. He presented infoimailoii 
concerning an unafnliated investment partnership, UM 2. and discussed the rationale and 
benefits of (he proposed partnership. He stated that the pannership could possihis 
provide the Company with an alternative, optional source of pnv'ate equity to manage it? 
investment portfolio risk, funds flow, and financial flexibility. He noted (hat he would be 
acting as managing partner of LJM 2 and ciscu.ssed his role in the LJ\4- 2 panner.'^hip and 
how it would benefit the Company. He commented oh the differences between L.IM 1 
and LJM 2. the controls that would be put in place to manage any transaction.? bet\'>een 
the Company and LJM 2. the fund tees and promote, and an>' required disclosure. He 
noted that the controls include review and approval of all transaejions hy the Chief 
.Accounting Officer and the Chief Ri.sk Officer ofihe Company. He stated that the .Audit 
and Compliance Committee would, on an annual basis. re\-iew ail transaction.? completed 
within the past year and make any recommendations thes deemed appropriaie. He tuned 
chat the Company's Conduct of Bus. ness .AtTairs Policies {relating to itwe.sTment.': and 
outside -business interests of officers and employees) would prohibit him from 
participating in LJM 2 as’managing partner due to his position a? E.xecutive \"icc 
President and Chief Financial Officer of the Company, absent app ropr iate 'eview.*! and 
waivers from the Board and a finding that such participation does not ad^er.'>:d}■ affect the 
best interests of the Company. He asked that the Comminee recommend to the Board 
that such review and findings be made in this instance to allow his participation. Mes.?r?, 
Causey. Fastow. and Skilling answered questions from the Committee concerning the 
role of other partners, the review by .Arthur .Andersen LLP. and the benefit.? to the 
Company, w'hich included having another potential buyer of assets and provider ot' 
capital, of having Mr. Fastow act as managing partner. Following a discussion, upon 
motion duly made by Mr. Me>'er. seconded by Mr. Blake, and carried, the proposed 
• waiver of the aforementioned policy, including findings of no adverse effects to the be.si 
interests of the Company related to Mr. Fastow's involvement in LJM 2. \?a.s approved 
for recommendation to the Board. A copy of Mr. Fastow's repon is filed with the records 
of the meeting. 

Mr. Winokur called upon Mr. McMahon to present tlTe Treasurer's repon. Mr. 
McMahon reviewed the liquidity report and discus.sed financings that had occurred since 
the .Aucusi Committee meeting. He commented on tlie current market !iquidif\ and the 
potential for disruption related to year-end. _Hc reviewed the active letters ol credit and 
noted-that the Company had .significantly increased its available capacity and lowered it? 
cost bv utilizing surety' bonds, issued by insurance companies, in lieu ot letters ol credit. 
He discussed the guaranty porttblic and commented that Hnron Energy Service. LLC was 
“ currently the largest user of trade guarantees issued by the Company. He noted that there 
was no change in the Company's debt ratings, as deiennined b>- the Credit Rating 
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Agencies, and added that he and Messrs. Fastow and Skilling had met with Mond\ A 
Investor Services recently and t’ormally requested an U|^rade. He updated the Committee 
on the level and type of financial support that the Company had provided to Azurix C^^rp. 

A copy of Mr. McMahon's repon is fled with the records of the meeting. 

Mr. vtcMahon then discussed the proposed "sneif' registration statement to be 
fled with the Securities and Exchange Commission {''SEC"). He noted that, per the SEC 
regulations, the number of shares of common stock registered tor sale from time to tone 
pursuant to the current effective shelf registration statement did not autvnmatica:i> double 
when the. Company's twn-for-one stock split was effected during the third quarter. He 
stated that the proposed resolution was necessary to increase 'the number o\' shares that 
could be offered and sold from time to time punuani to the registration .•statement.?. 

Following a discussion, upon motion duly made by Mr. Belfer. seconded by Mr. 

Urquhart. and carried, the resolution was approved for recommendation to the Board, 

Mr. McMahon then di-scusseda proposed resolution to allow- a Special Committee 
of the Board, consisting of Messrs. Lay and Skilling, to approve die issuance and .‘^ale -M' 
up to 500.000 shares of the Company's common stock in connection with acquisiriens 
He noted that Oregon law allows the full Board of Directors to authorize a committee fp . 
approve ihe issuance or sals of .share.s if the full Board < I) apprnx'es a specific ma.vimum 
number of shares to be issued and Ci designates die specific purpo.'^c for which such 
shares would be issued. He stated that this would enable the Compan> to use snail 
amounts of stock to make reloiivelv small acquisitions without having to bring foe matter 
before the foil Board. Following a discussion, upon morion duly made by Mr. Belfer. 
seconded by Mr. Urquhan. and carried, the resoKuicn wn.s approved ror recommendaiion 
to the Board. 

.Vfr. Sutton lefi the meeting following Mr. McMaiion's report.- 

Mr. Winokur called upon Mr. Buy to present the Chief Risk Ofneer’.^ report, a 
copy of which is filed with the records of the meeting. Mr. Buy discus.sed the Company s 
top 25 credit exposures, with specific emphasis on companies that did not appear on the 
list at the August 9. 1 999 Committee meeting. He reviewed the Company's current credit 
reserv'e and compared it to the historical and required r 5 ?en.-e. as calculated. He ga\ e an 
overview of the Company 's Restructuring Group and discussed the deals curreuiiy in the 
group's portfolio. 'the criteria for transfemne assets into the group, and completed 
restructurings. He reviewed the top and honom ten performing investrtients and 
discussed investments new to the lists since the last Committee meeong. He coded his 
presentation with an oveA'iew of the initiatives currently being undertaken by the 
Company's. Risk Assessment &”Control Group pRAC Group'l. He called upon Mr, 

Murphy to give a market risk update. 

Mr. Murphy presented the Committee with on update on market risk, a copy of 
which is filed with the records of the meeting. He re\iew-ed the third quarter and year-io- 
dace profit and loss and value-at-risk {“VaK"'I of foe Company by commodity group. He 

ECOD00243S 



439 


discussed the returns each commodity' group had earned compared to the VaR ii had 
taken. He gave an overview of the VaR tecktestma pertbrmed by the RAC Group to test 
the accuracy of the VAR caiculaiion. He discussed exposures under a "worst ca.'^e ' 
scenario of 5%-25H shifts in commodity prices. He reviewed limit violations dariru the 
third quarter of 1999 and noted that violations had signitlcandy decreasec from earher m 
the year. Mr. Winokur called upon Mr. Koenig to discuss the common stock di\idend. 

Mr. Koenig ga^e the Board an overview of the Company's current di'. idend ^ leid 
and level and the histoncal annual increase. He commented on the impact an increase m 
the dividend had on cash flow and discussed ihe Company’s increasing capital needs and 
investment oppQmjni(ie.s. He compared the dividend yield to the Company A energ> peer 
g:oup_and investment peer group. Following a discussion, the ConiniMtee agreed p} 
consensus that it would recommenc to the Board that the dividend Ie\'ei be held con.siant. 


There being no further business to come before the Comminee. the meeting was 
adjourned at 6:00 p.m.. C.D.T. 


APPROVE 



Charnman 
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Agenda Item 

RATIFICATION Of DETERiVUNATION 
(Suggested Form of Resolutions) 


WHEREAS, Andrew S. Fastow ser\-es as the Executive Vice President and Chief 
Financial Officer of the Company; 

WHEREAS, Mr. Fastow has the opportunity to participate in the formation of an 
investment partnership (the “Partnership") that would not otherwise be affiliated with the 
Company; 

WHEREAS, it is anticipated that Mr. Fastow wiil serve as the managing partner/manager 
of the Partnership; 

WIEREAS, it is anticipated that the Partnership will invest in energy and 
communications-related businesses and assets, including businesses and assets of the 
Company; 

WHEREAS, the Partnership, as a potential ready purchaser of the Company’s businesses 
and assets or as a potential contract counterparty, could pros'ide liquidity, risk 
management and other financial benefits to the Company; 

WHEREAS, the Office of the Chairman of the Company has determined, for the 
foregoing reasons, that Mr. Fastow’s partieipation as the managing partner/manager of 
the Partnership will not adversely affect the interests of the Company; 

NOW THEREFORE BE IT RESOLVED, that the Board hereby adopts and ratifies the 
determination by the Office of the Chairman pursuant to the Company’s Conduct of 
Business Affairs/Investments and Outside Business Interests of Officers and Employees 
that participation of Mr. Fastow as the managing paitner/manager of the Partnership will 
not adversely affect the interests of the Company; and 

RESOLVED FURTHER, that the proper officers of the Company and its counsel be, and 
each of them hereby is, authorized, empowered, and directed (any one of them acting 
aione) to take any and ail such further action, to amend, eiwcute, and deliver all such 
further instruments and documents, for and in the name and on behalf of the Company, 
under its corporate seal or otherwise, and to pay all such expenses as in their discretion 
appear to be necessary, proper, or advisable to cany into effect the purposes and 
intentions of this and each of the foregoing resolutions. 
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MINUTES 

MEETING OF THE BOARD OF DIRECTORS 
ENRON CORP. 

October 11-12, 1999 



Minutes of a meeting of the Board of Directors of Enron Corp. 
("Company") noticed to begin at 7:00 p.m., C.D.T., but actually begun at 7:20 
p.m., C.D.T., on October 11, 1999 at the Four Seasons Hotel, Whitney Room, in 
Houston, Texas. 

The following Directors were present, constituting a quorum: 


Mr. Kenneth L. Lay, Chairman 
Mr. Robert A. Belfer 
Mr. Norman P. Blake, Jr. 

Mr. John H. Duncan 
Mr. JoeH. Foy 
Dr. Wendy L. Gramm 
Mr. Ken L. Harrison 
Dr. Robert K. Jaedicke 
Dr. Charles A. LeMaistre 
Ms. Rebecca P. Mark 
Dr. John Mendelsohn 
Mr. Jerome J. Meyer 
Mr. Jeffrey K. Skilling 
Mr. John A. Urquhart 
Lord John Wakeham 
Mr. Herbert S. Winokur, Jr. 


Director Ronnie C. Chan was absent from the meeting. The meeting was 
begun in executive session, during which Messrs. Richard A. Causey, Andrew S. 
Fastow, Mark E. Koenig, Jeffrey McMahon, and Joseph W. Sutton and Ms. 
Rebecca C. Carter, all of the Company or affiliates thereof, and Messrs. Paulo V. 
Ferraz Pereira and Frank Savage, candidates for election to the Company s Board 
of Directors, were also in attendance. 

The Chairman, Mr. Lay, presided at the meeting, and the Secretary, Ms. 
Carter, recorded the proceedings. 

Mr. Lay called the meeting to order and called for a revised agenda to 
discuss the election of two new directors to the Company s Board of Directors. 
He called upon Lord Wakeham to present the candidates. Lord Wakeham noted 
that the Nominating Committee of the Board was recommending that Messrs. 
Paulo Ferraz Pereira and Frank Savage be elected to the Company’s Board. He 
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Common Stock in the number of shares issued or reserved for 
issuance; that the Chairman of the Board, any Vice Chairman of the 
Board, the President, any Executive or Senior Vice President, or any 
Vice President of the Company be,’ and each of them hereby is, 
authorized and directed to execute and deliver on behalf of the 
Company to the New York Stock Exchange, Inc. or other such 
securities exchanges such indemnity agreements in such form as 
may be necessary to effect the aforesaid listing; and that the officers 
of the Company be, and they hereby are, authorized and directed to 
execute and deliver any applications, documents, or agreements, to 
take any and all actions, to appear before such exchanges if 
necessary, to appoint any banking or other institution as an agent of 
the Company for any purpose, and to do or cause to be done any and 
all things as may appear to them to be necessary or desirable in order 
to effect such listing: and 

RESOLVED FURTHER, that the proper officers of the 
Company and its counsel be, and each of them hereby is, authorized, 
empowered, and directed (any one of them acting alone) to take any 
and all such further action, to amend, execute, and deliver all such 
further instruments and documents, for and in the name and on 
behalf of the Company, under its corporate seal or otherwise, and to 
pay all such expenses as in their discretion appear to be necessary, 
proper, or advisable to carry into effect the purposes and intentions 
of this and each of the foregoing resolutions. 

Mr. ’Winokur then discussed information concerning an unaffiliated 
investment partnership, LJM 2, and stated that the partnership could possibly 
provide the Company with an alte.'native, optional source of private equity to 
manage its investment portfolio risk, funds flow, and financial flexibility. He 
noted that Mr. Andrew S. Fastow would be acting as the managing partner of LJM 
2 and discussed Mr. Fastovv's role in the LJM 2 partnership. He commented on 
the controls that would be put in place to manage uny transactions between the 
Company and LJM 2 and noted that the Company and LJM 2 were not obligated 
to one another in any way. He noted that the controls include review and approval 
of all transactions by the Chief Accounting Officer and the Chief Risk Officer of 
the Company. He stated that the Audit and Compliance Committee would, on an 
annual basis, review all transactions completed within the past year and make any 
recommendations they deemed appropriate. He stated tliat the Company’s Conduct 
of Business Affairs Policies (relating to investments and outside business interests 
of officers and employees) would prohibit Mr. Fastow from participating in LJM 2 
as managing partner due to his position as Executive Vice President and Chief 
Financial Officer of the Company, absent appropriate reviews and waivers from 
the Board and a finding that such participation does not adversely affect the best 
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interests of the Company. He recommended that such review and findings be 
made in this instance, his motion ivas duly seconded by Mr. Urquliart, and carried, 
and the following resolutions were approved: 

WHERE.'^S, Andreev S. Fastow serves as the Executive Vice 
President and Chief Financial Officer of the Company; 

WHEREAS, Mr, Fastow has the opportunity to participate in 
the formation of an investment partnership (the “Partnership”) that 
would not be affiliated with the Company; 

WHEREAS, it is anticipated that Mr. Fastow will serve as the 
managing partner/manager of the Partnership; 

WHEREAS, it is anticipated that the Partnership will invest 
in energy and communications-related businesses and assets, 
including businesses and assets of the Company; 

WHEREAS, the Partnership, as a potential ready purchaser of 
the Company’s bu.sinesses and assets or as a potential contract 
counterparty, could provide liquidity, risk management, and other 
financial benefits to the Company; 

WHEREAS, the Office of the Chairman of the Company has 
determined, for the foregoing reasons, that Mr. Fastow’s 
participation as the managing partner/manager of the Partnership 
will not adversely affect the interests of the Company; 

NOW, THEREFORE IT IS RESOLVED, that the Board, 
hereby adopts and ratifies the determination by the Office of the 
Chairman pursuant to the Company’s Conduct of Business 
Affairs/Investments and Outside Business Interests of Officers and 
Employees that participation of Mr. Fast&w as the managing 
partner/manager of the Partnership will not adversely affect the 
interests of the Company; and 

RESOLVED FURTHER, that the proper officers of the 
Company and its counsel be, and each of them hereby is, authorized, 
empowered, and directed (any one of them acting alone) to take any 
and all such further action, to amend, execute, and deliver all such 
further instruments and documents, for and in the name and on 
behalf of the Company, under its corporate seal or otherwise, and to 
pay all such expenses as in their discretion appear to be necessary, 
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proper, or advisable to carry into effect the purposes and intentions 
of this and each of the foregoing resolutions. 

Mr. Winokur stated that the Finance Committee had discussed the 
Company’s dividend level taking into consideration the Company’s increasing 
capital needs and investment opportunities. He recommended that the Board keep 
the dividend level constant and approve the declaration of dividends payable in the 
fourth quarter of 1999 for the common and preferred issues of stock; his motion 
was duly seconded by Mr. Blake, and carried, and the following resolutions were 
adopted: 


RESOLVED, that a dividend of $3,413 per share on the 
Cumulative Second Preferred Convertible Stock of the Company, 
covering the quarter ending December 31, 1999, be, and it hereby is, 
declared payable on January 3, 2000, to shareholders of record of 
said stock at the close of business on December 10, 1999; and 

RESOLVED FURTHER, that a dividend of $0,125 per share 
on the Common Stock of the Company be, and it hereby is, declared 
payable on December 20, 1999, to shareholders of record of said 
stock at the close of business on December 1, 1999, out of the nel 
profits or surplus of the Company available for the payment of 
dividends. 

Mr. Winokur stated that the Committee had also discussed the Company’s 
liquidity and noted that the Company had significantly increased its available 
capacity and lowered its cost by utilizing surety bonds, issued by insurance 
companies, in lieu of letters of credit. He stated that Messrs. Fastow, McMahon, 
and Skilling had met recently with Moody’s Investor Services and formally 
requested an upgrade to the Company’s credit rating. 

Mr. Lay called upon Dr. Jaedicke to report on the Audit and Compliance 
Committee's meeting held on October 11, 1999. Dr. Jaedicke stated tliat Mr. 
Causey and Mr. David B, Duncan, of Arthur Andersen. LLP (“AA”), had given a 
status report on the Company’s internal controls. He noted that Mr. Richard B. 
Buy had given credit and market risk reports and Mr, Causey had discussed the 
progress made on the SAP implementation. He stated that the Committee also 
heard a report from Ms. Sharon A. Butcher, of the Company, regarding the 
Company’s compliance with its Conduct of Business Affairs Policies. He stated 
that the Committee held an e.xecutive session with AA to discuss the adequacy of 
the Company’s financial disclosure and he noted that AA tvas very comfortable 
with the Company’s level of disclosure. 
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^rrMTTES 

MEETING OF THE FINANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
ENRON CORP. 

December 13. 1999 


iVlinuces of a meetinc of che Finance C'nmmirree f'Cornfnirtee") of the Board v-'f 
Oireccors of Enron Corp, ("Company”), nociced-co begin ac d.-OO p m,. C S T.. rut 2ctua'.i’> 
begun at 4;j0 p.m. C.S.T.. on December 13. 1999 at rhe Enron Building ;n Hou 5 ton. 
Texas. 


All of the CommiCTee members were preserlt. as follows: 

Mr. Herbert S. Winokur.ir., Chairman 
Mr. Robert A. Belfer 
Mr. Norman P. Blake, ir. 

Mr. Ronnie C. Chan 
Mr. Jerome J. Meyer 
Mr. Paulo Ferraz Pereira 
Mr. Frank Savage 
Mr. John .A. Urquhart 

Directors Ken L. Harrison. Kenneth L. L-ayrCharles .A. leMaistre. and .leffre>- K. 
Skilling and .Messrs. Richard B. Buy. Richard .A. Causey. .Andrew S. Fastew. David 3. 
Gor'e. Mark E. Koenig. Jeffrey Mc.Mahon. Theodore R. .Mutphy. and .h^seph . Sunon 
and Ms. Rebecca C. Carter, all of the Company or affiliates ihe'eof. al.so attended the 
meeting. 

•fhe Chairman. Mr. Winokur. presided at the meeting, and the .^eerttar^'. Ms, 
Carter, recorded the proceedings. 

Mr. Winokur called the meeting to order, noted that a draft of minutes nf the 
meeting of the Commirtec held on October ll. 1999 had been distributed to the 
Committee members, and called for any corrections or additions. There being none, upon 
motion duly made by Mr. Pereira, seconded by Mr. Blake, and earned, the minutes of the 
meeting of the Committee held on October 1 1 . 1999 were approved ^ distributed. 

Mr. Winokur called upon- Mr. Fastow to present the Chief Financial Officer's 
report. Mr. Fastow presented three scenarios outlining the potential utilization of the 
proceeds to be received from the Company’s sale of Portland General Electric Company 
and discussed the impact each scenario would have on the Compan>- s key rlnanc’.al 
ratios. He noted chat the Company would continue to analyze the potential u.^es ot' the 
proceeds and the effect on the Company prior to any proposal of a rccouimen3atu'>n to the 
Committe'e. He reviewed recent Company stock repurchase activity, the Company. 
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stcck repurchase program previoush' authorized by d:e Board, and the Compan^-'s co?: of 
capital over the (asc three years. He distributed a handout, a copy of u-hich is t'icd ssiih 
the records of the rr.eeting. and discussed the value created by Enron Global Finance 
during 1999 and how the group had performed against its goals. He also discussed the 
major financial issues the Company would be facir^ in uOOO including changes in public 
market liquidit}'. the accounting treatment for scn^cnarcd rinance transactions, the impact 
of the decline in .Azurix Cotp.’s stock price on the Company's ability to transact in the 
financial markets, ar.d haw capital invested in Erxon Communications. Inc. would be 
regarded by the financial markets. .A copy of Mr. Fastow's p.'csentation is Hied with the 
records of the meeting. ' • 

.V(r. Winakur called upon -Mr. Mc.Mahcr. to present the Treasurer',': report. Mr. 
McMahon reviewed the liquidicy report and stated that the Company aimed to maintain 
between S750 million and SI billion in overnight liquidity. He discas.sed the fise largest 
merchant asset investments in each ef three ctuegories. public equit>‘. debt instruments, 
and private equity, and the liquidiu* assumptions related to each investment. He reviewed 
the year-to-date investments "and status of capital comftmtments by business unit and 
comrhented on the year end transactions the Company would be undertaking to fund The 
cash outflows.- He teviewed the active letters of c.'edit a.nd the guaranty portfolio and 
commenced oh changes since the end of the third quarter. He noted that Moody's 
Investor Services had recently put the Company on "positive outlook" aitd stated that this 
was typically a transition racing that companie.s were given before an upgrade would be 
considered. He discussed two n^w-pnnducts that the Company was introducing into the 
insurance markets and the benefits the products would orTer. He discussed a 
recommended revision to the Company's Cash Management Policy and following a 
discussion, upon motion duly made by Mr. Blake, seconded by Mr. Urquhart. end carried, 
the proposed revision to the Cash .Management Policy wa.<? approved for recommendation 
to the Board. A copy of Mr. McMahon's report is filed with the records of ihe meeting 

Mr. Winokur revised the agenda to postpone the discussion of the operating plan 
financing until after the discc.ssion of the operating plan at die Board meeting. ^ ; 

Mr. Winokur called upon Mr. Sutton to discuss certain proposed project.? and 
amendments. Mr. Sutton suted that the Company had executed a nonbinding letter of 
intent with 'the government of United .Arab Emirates t IhAE I lo de\'e;op an 
interconnected three bcf?day gas pipeline system from Qatar through I .AE to Oman in 
partnership with the UAE Elf .Aquitaine. He discussed the pipeline 
route, the cost, and the key motives for undertaking die project. He noted the commercial 
terms of the project and stated that the Company was only seeking apnrotai of S.'O 
million in the fonn of an iniual investment at this time. He discussed the benefits of the _ 
project to the Company and the additional steps that would be taken over the next fe\\ 
-months. 'He requested that the Committee recommend to the Board that the Board 
dclcsate to the Office of the Chairman :he authority to approve the initial investment of 
S30 million and followir^ a discussion, upon motion duly made by Mr, .Vleyer. seconded 
by Nlr. U'rquhart. and carried, the delegation of authority to the Ofrice ot the C hainnan to 
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approve the tnidal investment ofS 30 tnillicn was approved for recommendarion to the 
Board. 


Mr. Sutton then discussed a proposal tor three buftiness units of cite Compan\ to 
purchase a combined total of 38 turbines. Ke stated that the global a\-aiiabiiir}- of 
turbines was constrained through the end of the year_2Q02 and that rurbines were recuircd 
across the Company. He discussed the turbines currently in the Company’? inventor), 
the most likely uses for the addition^ mrfjities. and the capital requirement timeline. He 
stated that the purchase was micially low tisk because the initial inve.'tment was" fairly 
small, there was considerable time until signirlcant expencitures for the turbines needed 
to -be made, and the Company had cerminatton rights in the contract.*;. Foilvwing_.-i 
discussion, upon motion duly made by Mr. Belfer. seconded b) Mr. Slake, and earned, 
the proposed Turbine purchases were approved for rscommendanon to the Board. 

Mr. Sunon called upon Mr. Gone to discuss a project proposed by Hnron Norcii 
.‘America ("ENA”). Mr. Gone stated that ENA had"an opportunin^ to acquire upjo 60 
Bcfe of gas. over a five-year period, for up to SU7 million, by entering intom prepaid 
agreement with a special purpose entity of cEX Corp.ri Houston-based in^pendent oil 
and gas company. He noted that gas reserves would secure the prepay agi-eement and that 
the transaction was similar to a volumetric production payment. Ke stated that it \vas 
SNA's intention to -mlly syndicate the -prepay exposure and that, theretbre. the 
fundamentaCrisk remaining would be bank 5>ndicatioii risk. Following a di.scu.'N. ^ion. 
upon motion duly made by Mr. Blake, seconded ’ny Mr. Bel far. and earned, the prrj^iwed 
project was approved for recommendation to the Board. 

Mr. Winokur revised the agenda and noted that the discussion of the revision ro 
the Enron Corp, Risk Management Policy had already occurred in the joint Finance and 
.Audit and Compliance Comt^ittee meeting. 

He then called upon Mr. Causey to discuss a proposed .subsidiaiy preferred stock 
Rnancing. Mr. Causey stated that, as part of the Company's overol-h-Snancing plan.-the 
Company was proposing the sale of up to S:.2 Niiion of securities to an investor group 
not affiliated with the Company. Following a discussion, upon motion duly made by Mr. 
Blake, seconded by Mr. Belfer. and carried, the proposed sale of securiiie.s was approved 
for recommendation to the Board. 

Mr. Causey then discussed a proposed sale of a portion of the Company's interest 
in Empresa de Generacion Electrica Bahia Los Minas. S.A. in Panama iihe Panama^ 
project"). He noted that when the Board approved the Panama project^ in No\'ember of 
1998 it did not give spccilk authorization allowing a ^H-down ot the Company < 
ownership interest even thougli that was the Company s intent. Following a discu.ssicn. 
upon motion duly’ made by Mr. Crquhan. seconded by Mr. Blake, and carried, the 
authorization to — sell-dawn an interest in the Panama project was 3ppro\"ed lor 
recomment^cion to the Board. _ 
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Mr. Winokur then called upon Mr. Buy to present any additional business. Mr 
Buy distributed a deal approval .sheet relating to a connact extension wth Eastern Po^ver 
&. Energy Trading Led, (''Eastern''], a copy of which is tiled vvith the records of die 
meeting- He noted that the Company's c-.^m corttract with Eastern expired on .fune !. 
20 IS a.nd that the contract eNCensicn would lengthen the expirai-on date until June 1. 
2022. He also stated that the Company was cuireaily working on a transactiim. expected 
to be completed in 2000. to reduce ics rinancial arte credit exposure to Eastern. Follovx mu 
a discussion, upon motion duiy made by Mr. Blake, seconded by Mr Chan, and carried, 
the extension of the Eastern contract was approved for recommendation to the Soarc. 

Fnere being no further business to come'before me Cemnittee. the in^cinc wa 5 _ 
adjourned at 5;45 p.m.. C.S.T. 


H:'a Minutes* 1-3^0 Minutes' I ’U9Cp 4es 
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MINUTES 

MEETING OF THE BOARD OF DIRECTORS 
ENRON CORP. 

December 14, 1999 

Minutes of a meeting of the Board of Directors of Enron Corp. 
("Company") held pursuant to due notice at 8:00 a.m., C.S.T., on December 14, 
1999 at the Enron Building in Houston, Texas. 


All of the Directors were present, as follows: 

Mr, Kenneth L, Lay, Chairman 
Mr. Robert A. Belfer 
Mr. Norman P. Blake, Jr. 

Mr. Ronnie C. Chan 
Mr. John H. Duncan 
Mr. Joe H. Foy 
Dr. Wendy L. Gramm 
Mr. Ken L. Harrison 
Dr, Robert K. Jaedicke 
Dr. Charles A. LeMaistre 
Ms. Rebecca Mark-Jusbasche 
Dr, John Mendelsohn 
Mr. Jerome J. Meyer 
Mr. Paulo Ferraz Pereira 
Mr. Frank Savage 
Mr. Jeffrey K, Skilling 
Mr. John A. Urquhart 
Lord John Wakeham 
Mr. Herbert S. Winokur, Jr. 


The meeting began in executive session, during which Messrs. James V. 
Derrick, Jr. and Joseph W. Sutton and Ms. Rebecca C. Carter, all of the Company 
or affiliates thereof, were also in attendance. Messrs. Robert B. Butts, Richard A. 
Causey, and Mark E. Koenig, all of the Company, joined the executive session in 
progress as noted. 

The Chairman, Mr. Lay, presided at the meeting, and the Secretary, Ms. 
Carter, recorded the proceedings. 


Mr. Lay stated that minutes of meetings of the Board held on September 
17, 1999 and October 11-12, 1999 had been distributed to the Directors and were 
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RESOLVED FURTHER, that upon execution of such 
amendment prepared according to the above provisions, such 
amendment shall be deemed adopted by this Board and is hereby 
■ ratified and approved; and 

RESOLVED FURTHER, that the proper officers of the 
Company and its counsel are hereby authorized, empowered, and 
directed to take all such further action, to amend, execute, and deliver 
all such instruments and documents, for and in the name and on behalf 
of the Company, under its corporate seal or otherwise, and to pay all 
such expenses, as in their judgment may be necessary, appropriate, or 
advisable in order fully to carry into effect the puiposes and intentions 
of this and each of the foregoing resolutions, including the execution 
of any further amendments, forms, or documents recommended by 
counsel or required by any governmental agency, and to do anything 
necessary to effect compliance with applicable law or regulation, 

Mr. Lay called upon Dr. Jaedicke to report on the Audit and Compliance 
Committee's meeting held on December 13, 1999. Dr. Jaedicke stated that Mr. 
David B. Duncan, of Arthur Andersen, LLP, had given a status report on the 
Company’s internal controls and commented that all controls were adequate or 
better and had shown improvement from the prior year. He stated that Mr. Causey 
had given a very favorable report on the Company’s Year 2000 (“Y2IC’') 
readiness. He noted that the Committee also heard a report from Ms. Sharon A. 
Butcher, of the Company, and representatives of Vinson and Elkins, L.L.P, 
regarding the Company’s compliance during 1998 with its Conduct of Business 
Affairs Policies. 

Mr. Winokur reported on the Joint Audit and Compliance and Finance _ 
Committee meeting that was held on December 13, 1999. He stated that Mr. 
Richard B. Buy presented a detailed analysis of the Company’s strategic and 
merchant assets including an overview of the percentage of performing versus 
non-performing assets by category. He noted that Mr. Buy also gave a 
presentation on the Company’s risk perspective regarding EnronOnline and Enron 
Energy Services, LLC (“EES”). 

Mr. Winokur then reported on the Finance Committee meeting that was j 
held on December 13, 1999. He stated that the Committee discussed different | 
scenarios regarding the potential utilization of the proceeds to be received from the 
Company’s sale of Portland General Electric Company and the impact each 
scenario would have on the Company’s key financial ratios. He noted that the 
Company would complete approximately S21 billion in financings in 1999 and 
commented on two new products that the Company was introducing into the 
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insurance markets. He stated that the Finance Committee had approved the 
following items for recommendation to the Board; 1) a revision to the Company’s 
Cash Management Policy, 2) an Enron Caribbean/Middle East project that would 
require an initial investment of S30 million to develop a three Bcf7day gas pipeline 
system from Qatar through UAE to Oman in partnership with the UAE 
government and Elf Acquitaine, 3) a proposal for three business units of the 
Company to purchase a combined total of 38 turbines for a total cost of $919 
million, 4) a project proposed by ENA to acquire up to 60 Bcfe of gas, over a five- 
year period, for up to $117 million, by entering into a prepaid agreement with a 
special purpose entity of EEX Corp,, a Houston-based independent oil and gas 
company, 5) proposed revisions to the Enron Corp. Risk Management Policy, 
primarily relating to changes in the position limits in Europe, that had been 
discussed in the Joint Audit and Compliance and Finance Committee meeting, 6) a 
proposed subsidiary preferred stock financing, 7) a proposed sale of a portion of 
the Company’s interest in Empresa de Generacion Electrica Bahia Las Minas, S.A. 
in Panama, and 8) a proposed contract extension with Eastern Power & Energy 
Trading Ltd. He moved approval of the revisions to the Enron Corp. Risk 
Management Policy and the other proposals discussed, his motion was duly 
seconded by Mr. Urquhart, and carried, and the following resolutions were 
approved; 

Revision to Cash Management Policy 

RESOLVED, that the Cash Management Policy (the “Cash 
Management Policy’’) be, and the same hereby is, approved and 
adopted, in the fonn presented to and discussed at this meeting, a 
copy of which is attached to the minutes of the meeting as Exhibit 
I; 


RESOLVED FURTHER, that- tire Cash Management -Policy 
shall -supersede and replace all prior policies or guidelines relating to 
the cash management process; and 

RESOLVED FURTHER, that the Chairman of the Board, the 
Vice Chairman of the Board, the President, the Chief Financial 
Officer, the Treasurer, any Deputy Treasurer, and any Assistant 
Treasurer of the Company and its counsel be, and each of them 
hereby is, authorized, empowered, and directed (any one of them 
acting alone) to take any and all such further action, to amend, 
execute, and deliver all such further instruments and documents, for 
and in the name and on behalf of the Company, under its corporate 
seal or otherwise, and to pay all such expenses as in their discretion 
appear to be necessary, proper, or advisable to carry into effect the 
purposes and intentions of this and each of the foregoing resolutions. 
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Subsidiary preferred stock financing 

WHEREAS, it is in the Company’s best interest to provide 
financing and liquidity for affiliates of the Company; and 

WHEREAS, it is anticipated that the Company and/or its 
affiliates may engage in a financing transaction through the sale of 
up to $2,200,000,000 of securities to an investor or investor group 
not affiliated with the Company (the “Investor”) (such action, 
together with all other actions to be taken in connection therewith, 
the “Transaction”); 

NOW, THEREFORE, IT IS RESOLVED, that the 
Company hereby authorizes the implementation of all actions 
deemed necessary and appropriate to the Transaction and approved 
and executed by officers or representatives of the Company acting 
on the advice of counsel, which shall be conclusively evidenced by 
their signatures on such contracts and agreements; 

RESOLVED FURTHER, that the Transaction and all 
arrangements relating to them in a form acceptable to the officers 
and representatives of the Company acting on the advice of counsel 
be, and hereby are, approved; 

RESOLVED FURTHER, that the Chairman of the Board, 
the President, any Senior Vice President, any Managing Director, 
any Vice President, the Treasurer, and any Deputy Treasurer of the 
Company be, and each of them hereby is-, .authorized., and 
empowered on behalf of the Company to take such actions as are 
necessary or appropriate to effectuate the intent of these 
resolutions; 

RESOLVED FURTHER, that all actions heretofore taken by 
any officer or representative of the Company related to or in 
connection with the Transaction and the matters described in these 
resolutions, including without limitation the execution and delivery 
of any related documents or instruments, are hereby adopted, 
ratified, confirmed, and approved in all respects; and 
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RESOLVED FURTHER, that the officers of the Company 
and its counsel be, and each of them hereby is, authorized, 
empowered, and directed (any one of them acting alone) to take 
any and all such further action to amend, execute, and deliver all 
such further instruments and documents for and in the name and on 
behalf of the Company, and to cause the Company to pay all such 
costs and expenses as are in the judgment of such officer or counsel 
necessary, proper, or advisable to carry into effect the purposes 
and intentions of this and each of tlie foregoing resolutions. 

Empresa de Generacion Electrica Bahia Las Minas, S.A. in Panama 

WHEREAS, on November 17, 1998, the Board of Directors 
of the Company approved the acquisition by Enron Intemacional 
Panama S.A. (“EIPSA”) of a 51% equity interest in Empresa de 
Generacion Electrica Bahia Las Minas, S.A, (“Bahia Las Minas”) 
and such acquisition has occurred; and 

WHEREAS, as a central element of making this acquisition, 
the Company planned to sell a portion of its interest in Bahia Las 
Minas; 


NOW, THEREFORE, IT IS RESOLVED, that the Board of 
Directors of the Company hereby confirms that the delegations of 
authority to the Office of the Chairman stated in the resolutions of 
the Board of Directors of the Company dated November 17, 1998 
include the authority to authorize and approve the sale of a portion 
of the Company’s ownership interest in Bahia Las Minas; and 

■ RESOLVED FURTHER, that the proper officers of the 
Company and its counsel be, and each of them hereby is, authorized, 
empowered, and directed (any one of them acting alone) to take any 
and all such further action, to amend, execute, and deliver all such 
further instruments and documents, for and in the name and on 
behalf of the Company, under its corporate seal or otherwise, and to 
pay all such expenses as in their discretion appear to be necessary, 
proper, or advisable to carry into effect the purposes and intentions 
of this and the foregoing resolution. 
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Name 


Position 


Kenneth L, Lay 
Jeffrey K. Skilling 
Joseph W, Sutton 
J. Clifford Baxter 
Mark A. Frevert 
Joseph M. Hirko 

Stanley C, Horton 

Kenneth D. Rice 

Lou L. Pai 

Richard B. Buy 
Richard A. Causey 

James V, Derrick, Jr. 
Andrew S. Fastow 

Steven J. Kean 
Mark E. Koenig 
Michael S. McConnell 
Jeffrey McMahon 
J. Mark Metts 

Cindy K. Olson 


Chairman and Chief Executive Officer 
President and Chief Operating Officer 
Vice Chairman 

Chief Executive Officer, Enron North America 
ChiefExecutive Officer, Enron Europe 
Co-Chief Executive Officer, Enron 
Communications, Inc. 

Chairman and Chief Executive Officer, Enron 
Gas Pipeline Group 
Co-Chief Executive Officer, Enron 
Communications, Inc. 

Chairman, President and ChiefExecutive 
Officer, Enron Energy Services, Inc. 

Executive Vice President and Chief Risk Officer 
Executive Vice President and Chief Accounting 
Officer 

Executive Vice President and General Counsel 
Executive Vice President and Chief Financial 
Officer 

Executive Vice President and Chief of Staff 
Executive Vice President, Investor Relations 
Executive Vice President, Technology 
Executive Vice President, Finance and Treasurer 
Executive Vice President, Corporate 
Development 

Executive Vice President, Human Resources and 
Gomiiiuiiity Relations 


There being no further business to come before-the Board, the meeting was 
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DRAFT 


MINUTES 

MEETING OF THE AUDIT AND COMPLIANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
ENRON CORP. 

February 7, 2000 


Minutes of a meeting of the Audit and Compliance Committee 
("Committee") of the Board of Directors of Enron Corp. ("Company"), noticed to 
begin at 3:30 p.m. C.S.T., on February 7, 2000, but actually begun at 3:40 p.m., 
C.S.T,, on February 7, 2000 at the Enron Building in Houston, Texas. 

All of the Committee members were present, as follows: 

Dr. Robert K. Jaedicke, Chairman 

Mr. Ronnie C. Chan 

Mr. Joe H. Foy 

Dr. Wendy L. Gramm 

Dr. John Mendelsohn 

Mr. Paulo Ferraz Pereira 

Lord John Wakeham 

Directors Kenneth L. Lay and Jeffiey K. Skilling, Messrs. Robert H. Butts, 
Richard B. Buy, Richard A. Causey, James V. Derrick, Jr., Theodore R. Murphy, 
and Joseph _W. Sutton, and Ms. Rebecca C. Carter, all. of the Company or affiliates 
thereof, Messrs. Thomas H. Bauer, David B. Duncan, and D. Stephen Goddard, all 
of Arthur Andersen LLP (“AA"), and Mr. Ronald T. Astin, of Vinson and Elkins, 
L.L.P. (“V&E”), also attended the meeting. 

The Chairman, Dr. Jaedicke, presided at the meeting, and the Secretary, Ms. 
Carter, recorded the proceedings. 

Dr. Jaedicke called the meeting to order, noted that a draft of the minutes of 
the meeting of the Committee held on December 13, 1999 had been distributed to 
members of the Committee, and called for comments, additions, or corrections. 
There being none, upon motion duly made by Dr. Gramm, seconded by Dr. 
Mendelsohn, and carried, the minutes of the meeting of the Committee held 
December 13, 1999 were approved as distributed. Dr. Jaedicke called upon 
Messrs. Causey and Duncan to discuss regulatory initiatives. 
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Mr. Causey updated the Committee on the final New York Stock Exchange 
and Securities and Exchange Commission (“SEC”) rules regarding audit 
committees. He highlighted the key changes in the rules since the discussion at the 
December 13, 1999 Committee meeting including: 1) that the full board adopt a 
formal written charter for the audit committee, 2) a recommendation that the board 
take appropriate action in response to the outside auditors’ report to satisfy itself of 
the auditors’ independence, 3) requiring the proxy statement to include a report 
from the audit committee stating whether, based upon a review and discussion of 
the audited financial statements with management, the audit committee 
recommended to the board that the audited financial statements be included in the 
company’s Form lO-K, and 4) providing a limited “safe harbor” for the new proxy 
statement disclosures to protect companies and their directors from certain 
liabilities under the federal securities laws. Mr. Causey then discussed other SEC 
and AICPA activities and the potential impact on the Company. Representatives 
from AA and V&E joined him in a discussion of the Staff Accounting Bulletin that 
formalized the SEC’s views regarding a company’s evaluation of materiality. Mr. 
Causey then discussed a Statement on Auditing Standards, issued in December of 
1999, that formalized requirements regarding auditors’ responsibilities for 
evaluating and communicating audit adjustments. He outlined the specific items 
that the Company would need to implement to comply with the new rules and 
noted the effective date with respect to the Company’s filings with the SEC. 

Dr. Jaedicke then called upon Mr. Duncan for an audit update. Mr. Duncan 
stated that AA’s financial statement opinion for 1999 would be unqualified and 
that there were no significant audit adjustments, disagreements with management, 
or significant difficulties encountered during the audit. He stated that the internal 
controls opinion would also be unqualified, the 1999 audit was complete, and in 
AA’s professional judgement they remained independeni. He discusstd the status- 
of proposed audit adjustments and noted that no items were considered significant 
or indicative of material weaknesses. He commented on selected observations 
from the Company’s 1999 financial reporting and stated that the Company’s 
sophisticated business practices introduced a high number of accounting models 
and applications requiring complex interpretations and judgement and that the 
broadness of the SEC business-related disclosure requirements added to the 
complexity of the Company’s financial reporting. A copy of Mr. Duncan’s report 
is filed with the records of the meeting. 

Mr. Duncan then discussed the 2000 Internal Control Audit Plan (“the 
Audit Plan”). He reviewed the Company’s key business trends that could impact 
AA’s business risk assessment, the areas of the Company that had high inherent 
risks, and the Company’s key business risks, highlighting the major targeted 
activities for the audit and key changes from the prior year’s audit. Mr. Causey 
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joined him in a discussion of the areas of emphasis in the Audit Plan including 
portfolio risk management, trading, systems, and certain other basic controls. 

Dr. Jaedicke then called upon Mr. Causey for a discussion of the 1999 
financial statements (“the Statements”). Mr. Causey noted that all Committee 
members had received a preliminary copy of the Statements and he discussed some 
of the changes irom the prior year, including the elimination of the Year 2000 and 
oil and gas reserve disclosures. He commented on the Statement footnotes 
regarding related party transactions and asset impairments and stated that there 
was no change from the prior year relating to segment disclosure. Mr. Derrick 
joined him in a discussion of the legal matters disclosed in the Statements. Mr. 
Derrick commented on the litigation and other contingencies footnote and stated 
that it was not significantly different from the prior year’s disclosure and that no 
new items were addressed. Dr. Jaedicke called for any comments or questions and 
there being none, upon motion duly made by Lord Wakeham, seconded by Mr. 
Chan, and carried, the Statements were approved for inclusion in the Company’s 
annual report and Form 10-K. 

Mr. Causey then distributed a handout addressing the significant reserves 
included in the Statements, a copy of which is filed with the records of the 
meeting. He stated that certain reserves related to Portland General Electric 
Company (“PGE”) would be eliminated when the sale of PGE was completed and 
that prudency and credit reserves throughout the Company are reevaluated 
monthly. 

Mr. Causey then gave an armual report on the personal use by executives 
and directors of the Compan/s aircraft. _He discussed the direct cost to the 
Company and the taxable value that was attributed to the individuals. 

Dr. Jaedicke then called upon Mr. Murphy for an update on market risk. 
Mr. Murphy reviewed the 1999 profit and loss and value-at-risk (“VAR”) by 
commodity group. He discussed the returns each commodity group had earned 
compared to the VAR it had taken and gave an overview of the VAR backtesting 
performed by the RAC Group to test the accuracy of the VAR calculation. He 
discussed exposures under a “worst case” scenario of 5%-25% shifts in commodity 
prices and answered questions from the Committee regarding the United Kingdom 
power position. He reviewed limit violations for the year, noting that the majority 
related to profit and loss violations which are less controllable than position or 
VAR limit violations. He then discussed the Company’s VAR as a percentage of 
market capitalization and of net income and compared the Company’s percentages 
to those of certain other companies in the industry. 
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Dr. Jaedicke then noted that it was the Committee’s responsibility to review 
the Company’s transactions with the LJMl and LJM2 investment vehicles to 
ensure that the transactions were done on an arms-length basis. He called upon 
Mr. Causey for the report. Mr. Causey outlined the transactions that had been 
completed during the year including a description and the total amount of each 
transaction. He stated that in his opinion all of the transactions had been 
negotiated on an arms-length basis. 

Dr. Jaedicke called for an executive session and Messrs. Astin, Bauer, Buy, 
Duncan, Goddard, and Murphy left the meeting. 

During the executive session Dr. Jaedicke called upon Mr. Causey to 
discuss the Company’s recommendation to the Committee regarding the 
appointment of independent public accountants for 2000. Mr. Causey stated that 
the Company was currently in its third year of a five-year agreement with AA 
regarding the audit. He discussed AA’s qualifications and expertise regarding the 
Company’s operations and stated that it was management’s recommendation that 
AA be appointed the Company’s independent public accountants for 2000. 
Following a discussion, upon motion duly made by Mr. Foy, seconded by Dr. 
Gramm, and carried, the appointment of AA as the Company’s independent public 
accountants for 2000 was approved for recommendation to the Board. 

Directors Lay and Skilling, Messrs. Butts, Causey, Derrick, and Sutton, and 
Ms. Carter left the meeting and Messrs. Bauer, Duncan, and Goddard rejoined the 
meeting for an executive session with AA and the Committee. Minutes of this 
executive session were not recorded for the record. 

There being no further business to come before the Committee, the meeting 
was. adjourned at.4c50 p.m., C.S.T. 


Secretary 


APPRO’VED: 


Chairman 


H:\a Minutes\2000 Minutes\020700A.doc 
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DRAFT 


MINUTES 

MEETING OF THE FINANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
ENRON CORP. 

AUGUST 7, 2000 


Minutes of a meeting of the Finance Committee C'Committee”) of the 
Board of Directors of Enron Corp. (“Company^, held pursuant to due notice at 
3:00 pun., C.D.T., on August 7. 2000 at the Enron Building in Houston, Texas. 

All of the Coraraittee members were present, either in person or by 
telephone conference connection, where each member could hear the comnmnts of 
the other participants and join in the discussion, as follows: 

Mr. Herbert S. Winokur, Jr., Chairman 
Mr. Robert A. Belfer 
Mr. Norman P. Blake, Jr. 

Mr. Ronnie C. Chan 
Mr. Jerome J. Meyer 
Mr. Paulo V. Fetraz Pereira 
Mr. Frank Savage 
Mr. John A. Urquhart 

Directors Wendy L. Gramm, Ken L. Harrison, Kenneth L. Lay, John 
Mendelsohn, and Jef6ey K, Skilling, Messrs. Richard B. Buy, Richard A. Causey, 
Andrew S. Fastow, Ben F. Glisan, Jr., David B. Goite, Mark E. Koenig, Theodore 
R. Murphy, and Joseph W. Sutton, and Ms. Rebecca C. Carter, all of the Company 
or affiliates thereof, also attended die meeting. Directors Robert K. Jaedicke, 
Charles A. LeMaistre, and John Wakeham and Messrs. James M. Bannanline, 
Richard A. Lammers, and Brent R Wiggs joined the meeting in progress as noted 
below. 


The Chairman, Mr. Winofcur, presided at the meeting, and the Secretary, 
Ms. Carter, recorded the proceedings. 

Mr. Winokur called the meeting to order, noted that a draft of the minutes 
of the meeting of the Committee held on May 1, 2000 had been distributed to the 
Committee members, and called for any corrections or additions. There being 
none, upon motion duly made by Mr. Meyer, seconded by Mr. Belfer, and carried, 
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fiis minutes of tke meeting of the Committee held on May 1, 2000 were approved 
as distributed. 

Mr. Winokur called upon Mr. Fastow to present the Chief Financial 
Officer’s report, a copy of wMch is filed with the records of the meeting. Mr. 
Fastow discussed the Company’s cunent and projected key financial ratios and 
stated that the ratios were based bn the current plan. He noted that certain 
projected ratios deviated from commitments made to the rating agencies earlier in 
the year and he discussed tire reasons for the deviations. He reviewed the stock 
trading portfolio and he stated that the all of the positions had been closed by the 
end of the previous week. He discussed the Company’s ercposure to changes in 
interest rates, presented a chart depicting the Company’s interest rate sensitive 
items, and noted the dollar amounts at fixed and at floating interest rates. He 
commented on the Company’s cost of capital and he stated that the Company was 
still reviewing the equity component of die cost of cqiital calculation. 

Directors Jaedicke and LeM^tre joined the meeting following Mr. 
Fastow’s presentation. 

Mr. Fastow called upon Mr. Glisan for the Treasurer’s report, a copy of 
which is filed wilh. file records of the meeting. Mr. Glisan reviewed frie liquidity 
report as of July 25, 2000 and noted that the Company’s total liquidity was over S7 
billion. He reviewed year-to-date investments and proceeds on sales of assets and 
he stated that without additional action by the Company the year-end debt balances 
would be over tke target levels. Messrs. Fastow and Skilling joined him m a 
discussion of the Company’s capacity in the bank markets, toe constraints facing 
the Company, and the projected cash flows from new businesses. Mr. Glisan toen 
presented a schedule describing the vehicles the Company was utilizing to nanage 
its balance sheet debt. He discussed Raptor I and Raptor II, previously approved 
by toe Board, and noted that Raptor I was almost completely utilized and that 
Raptor n would be not be available for utilization until later in the year. He noted 
that Project Whitewing stiE had available capacity but that toe Company was 
proposing an additional Raptor structure, Raptor IH, to increase available capacity. 
Following a discussion, upon motion duly made by Mr. Blake, seconded by Mr. 
Meyer, and carried, tim Raptor III transaction was approved for recommKsdation to 
the Board. 

Mr. Winokur called upon Mr. Buy to present toe Chief Risk Officer’s 
report, a copy of which is filed with toe records of toe meeting. Mr. Buy discussed 
toe composition of the Company’s merchant portfolio as of June 30, 2000 and any 
significant changes since toe May Board meeting. He commented on fee 
significant increase in the Company’s credit exposure and he noted that it was 
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primarily driven by incrsases in gas and power prices in North America and a 
decrease in power prices in Ecrope. He reviewed a detail of non-performing debt 
instminents and Sue Company’s top 25 credit exposures. He stared flat the 
Company was sdll working to reduce its o ver SI billion exposure to TXU Europe 
Energy Trarfag LhL, a BBB+ rated company. He reviewed the top 10 countries 
where fee Con^any had the largest trade credit exposure and he noted that the 
U.S., Canada, and fee UX. combined contributed over 96% of fee Company’s 
total trade credit exposure. He commented on the significant increase in fee 
Company’s credit reserve and he noted that it was caused fay the considerable 
increase in prices and volumes marketed. He pr«ented the Company’s equity 
investment portfolio detailed by industry, geographic region, and prsfotmaace, 
maasuisments. He dismssed fee Compmy’s equity investments that were 
performing below expectations and he stated that the assessments were made on a 
ipialitatiYe basis by comparing current expectations to original expectations and 
fed not imply that fee assets needed to be wrinen-down. He imred feat any write- 
downs taken on investments were shown on fee troubled asset detail. Messrs. 
Skilling and Sutton joined him for a discussion of fee international investments 
included in fee troubled assets detail and a general discussion of Fioject Summer. 

Mr. Buy then discussed fee Company’s ten top and bottom performing 
investments and commented on investments new to the list since the first quarter. 
He postponed the foreign exchange project update, included in fee meeting 
materials, until a later meeting . He briefly discussed Project Doorstep, a review by 
fee Company, with assistance from Arthur Andersen LLP, of the Company’s 
remote offices to ensime fee establishment and maintenance of the Company’s 
global standards. 

Mr. Buy then presented fee Market Risk Update and discussed the retunre 
each commodity group had earned compared to the Value-at-Risk (“VAR”) it had 
taken. He noted that fee Company’s overall return on VAR was greater than any 
of fee individual commodity groups’ returns due to fee benefits of diversification. 
He gave an bwrvicw of fee VAR backtesting, stress testing, and fee Company’s 
exposure under “worst case” scenarios of 5% and 25% shifts in commodity prices. 
Ha reviewed limit violations during fee second quarter of 2000, noted tot to 
. majority of the violations had occurred in the gas portfolio, and discussed the 
reasons for fee violations. 

Director Wakeham and Messrs. Bannantine, Lammers, and Wigp joined 
the meeting. 

Mr. Buy then discussed proposed changes to the Enron Corp. Risk 
Management Policy (“fee Policy”). He stated that fee Company was 
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recommending that the Policy be amended to increase the aggregate VAR limit by 
$15 million. He noted that the B^cutive Committee of the Bomd had tqjproved a 
temporary increase in the aggregate VAR limit at a meeting on June 1, 2000 with 
the recommendation that the increased VAR be submitted to the Board. He 
discussed how the additional VAR limits would be allocated to the commodity 
groups and he noted that there was not a corresponding increase in the volumetric 
limits. He then discussed certain proposed limit increases to existing commodity 
groups widtin the Policy, including Metals and Minerals, Continental Electricity, 
and Nordic Electricity, and certain revisions to the Policy recommended to better 
reflect current practice and to add clarity to roles and responsibilities. He stated 
that there was a proposal to increase the North American Electricity position and 
VAR limits if the Company was successful in its bidding for certain power 
purchase arrangements in Canada, as approved by the Executive Committee of the 
Board at the July 31, 2000 meeting. He then mentioned actions taken by the 
Company’s management, under the Interim Trading Policy, since the May 2, 2000 
Board meeting. Following a discussion, upon motion duly made by Mr. Urquhart, 
seconded by Mr. Belfer, and carried, the proposed revisions to the Policy were 
approved for recommendation to the Board. 

Mr. Winokur left the meeting and with the Committee’s poxnission Mr. 
Blake acted as Chairman and presided for the remainder of the meeting. Mr. Blake 
changed tiie order of the agenda to discuss Project Tammy during the mtecutive 
session of the meeting. 

Mr. Blake called iqxm Mr. Bannantine to present the proposed Enron South 
America (TBSA”) transactions. Mr. Bannantine began his presentation, a copy of 
which is filed with the records of the meeting, by discussing how the proposed 
transactions would be impacted if Project Summer was completed. He then stated 
that ESA was proposing three transactions, including: 1) the RioGen Merchant 
Plant, 2) financmg related to the Cuiaba Integrated Energy Project (“Cuiaba’O, and 
3) a buyout of Transredes’ interest in Cuiaba. He began with tire RioGen project 
and stated that ESA had the opportunity to build capacity in a power market that 
was short power. He stated that the RioGen project was to build, own, and operate 
a 355-megawatt skid mounted merchant power plant near Rio de Janeiro, Brazil. 
He noted that the transaction would be structured to minimize the downside risk 
while retaining significant upside potential. He noted tlat Petrobras, fire national 
oil gnri gaa conqjany of Brazil, was willing to provide a mmimuin investment 
return guarantee in order to increase its sales of natural gas and to obtain a minimal 
participation in tire upside of the power plant He reviewed the Brazilian maricet 
fundamentals and he noted that ESA was projecting that an energy shortage would 
occur during the next three to five years thereby driving up the price of power. He 
presented an overview of tiie transaction structure and he stated tiiat the project 
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was structured to give the Company the nsaxununi flexibiiity and upside potential 
while providing a guaranteed return on is investment. He noted that &e plant 
would provide a full payback in five years even if it were not utilized. He 
discussed flie assumptions that were used in tiie project analysts and the economics 
of the project He stated that ESA was seeking ^proval for the remaining SI 19 
EuIlioG of project coste, with final review and approval delegated to Messrs. Lay 
or Skfiliag aftK the completion of definitive documents, and the approval to utilize 
eight of tte Company’s LM6000 turbines. Followti^ a discussion, upon motioa 
duly made by Mr. Belfer, seconded by Mr. Savage, and cairied, foe proposals were 
approved for i^onimeadatioa to the Board. 

Mr. Bannantiae then discus;^ the transaction related to the financing of tiie 
Cuiabd project He , stated diat ESA was seeking approval for commitments 
required to support a $365 million funding of limited recourse project financing 
provided by the Overseas Private Investment Corporation and Kreditanstalt fur 
■Wiederaufbau and to obtain approval for the Company to also provide Transredes’ 
(a partner in the project) share of the support until Transredes’ Cuiafai interest was 
sold to Shell Cumba Holdings Ltd. and Shell Gas (Latin America) B.V. (together 
with their affiliates, “Shell") or a combination of the Company and Shell. He 
updated the Committee on die status of die Cuiaba project and reviewed the details 
of the $365 million in guarantees. He requested that the Committee approve die 
Company’s share of the loan guarantee commitments and authorize the Company 
to provide up to S46 million of loan- guarantee commitments on. behalf of 
Transredes. Following a discussion, upon roodon duly made by Mr. Savage, 
seconded by Mr. Chan, and carried, die proposals were approved for 
recommendation to the Board. 


Mr. Banaantine then discussed a proposal for tire Company to participate on 
an equal basis with Shell in the purchase of Transredes’ interest in Cuiabl He 
stated that die Company desired to maintain a 50% or greater voting control of 
Cuiaba to protect the upside value associated with additional Cuiaba projects and 
he noted that purchasing the additional interest would allow the underlying 
investment to eventually be sold with a control premium in place. He reviewed the 
proposed deal structure and detailed die Company’s current and proposed 
ownership in fee individual Cuiaba assets. He presented an investment analysis, 
noted that the Company would be paying a control premium when compared to the 
analysis performed by the Company’s Risk Assessment and Control group,, and 
Stated th^ if Project Summer were completed the addihonal Cuiaba investment 
would be treated as a purchase price adjustment He requested that the Committee 
recommend to the Board that the authority to approve a capital expenditure of 
$39.7 millioa to purchase 50% of Transredes’ interest in the Cuiaba project be 
delegated to Messrs. Lay and Skilling. Following a discussion, upon motion My 


5 


467 


made lay Mr. Meygr, seconded by Mx. Ferraz, and earned, die proposal was 
ai^roved: for regonmendation to the Boairi. ' ! ' 

Mr. Blake called for aa executive session at 4:50 p.m., C.D.T.. to discuss 
Project Tammy and Messrs. Baimantine, Buy, Glisan, Gorte, Koenig, Lammers, 
Murphy, and 'Mggs left the meeting. 

}i&. Blake called upon Mr. Causey to present Project Tammy. Mr. Causey 
stated that the Company was proposing the formation of a new company to save 
as an intermediate financing vehicle for the Company. He noted that the new 
company, Enron Finance Partners, LLC (“EPF’), would be created to own certain 
of the Company’s assets. He discussed how transactions would be conducted 
between the Company and EFP, EFP’s plans to raise capital through third parties, 
and how the capital would be utilized. He stated diat the proposal included the 
formation of E^, the contribution of certain operating assets into EFP, the 
assumption by EFP of S 1 .047 billion of the Company* s intermediate and toag-tenn 
debt, and the sale of S500 million of preferred securities in EFP to outside 
investors. Following a discussion, upon motion duly made by Mr, Meyer, 
seconded by Mr. Belfer. and carried, fire proposal was aouroved for 
recommendation to die Board. 


There being no further business to come before the Committee, the meeting 
was adjourned at 5:0(1 pjn., C.D.T. 


APPROVED; 


Secretary 


Chairman 
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MEETING OF THE FINANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
ENRON CORP. 

OCTOBER 6, 2000 


Minutes of a meeting of the Finance Committee (“Committee"’) of the 
Board of Directors of Enron Corp. (’'Company”), noticed to begin at 10:00 a.m., 
E.D.T, but actually begun at 10:35 a.m., ED.T., at The Breakers, Ponce dd Leon 
III Ballroom, Palm Beach, Florida. 

All of the Committee members were present, either in person or by 
telephone conference connection, where each member could hear the comments of 
the other participants and join in the discussion, as follows: 

Mr. Herbea S. Winokur; Jr., Chairman 
Mr. Robert A. Belfer 
Mr. Norman P. Blake, Jr, 

Mr, Ronnie C. Chan 
Mr. Jerome J. .Meyer 
Mr. Paulo V. Ferraz Pereira 
Mr, Frank Savage 
Mr. John A. Urquhart 

Directors Duncan, Gramm, Lay, LeMaistre, Mendelsohn, and Skilling. 
Messrs.- Richard B. Buy, Richard A. Causey, Andrew S. Fastow, Ben F, Glisan, 
Jr., David B. Gorte, Mark E. Koenig, Theodore R. Murphy, and Joseph W. Sutton, 
and Ms. Rebecca C. Carter, all of the Company or affiliates tEereof, and Mr. 
Richard N. Foster, of McKinsey & Company, Inc., also attended the meeting. 

The Chairman, Mr. Winokur, presided at the meeting, and the Secretary, 
Ms. Carter, recorded the proceedings. 

Mr. Winokur called the meeting to order, noted that a draft of the minutes 
of the meeting of the Committee held on August 7, 2000 had been distributed to 
the Committee members, and called for any corrections or additions. There being 
none, upon motion duly made by Mr. Meyer, seconded by Mr. Ferraz, and carried, 
the minutes of the meeting of the Committee- held on August 7, 2000 were 
approved as distributed. 

Mr. Winokur called upon Mr. Fastow to present the Chief Financial 
Officer’s report, a copy of which is filed with the records of the meeting. 
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Mr. Fastow disciisjed the Company’s current and projected key financiai 
ratios and stated that the ratios were based on the current plan. He reviewed the 
stock lading ponfolio and noted that there were currently no open positions. He 
presented a chart depicting the Company’s interest rate sensitive items and noted 
the dollar amounts at fixed and at fioating interest rates. He stated that the 
Company had tecentiy recalculated its cost of capital utilizing the current estimate 
of the equity cost component rather than the previous method, which utilized a 
historical calcuiation for the equity component. He noted that the new cost of 
capital calculation would impact the pricing used by the Risk Assessment and 
Comro! ("RAC") group when determining the required rate of return on potential 
projects. He stated that if a project's expected returns where lower than the 
Company's weighted average cost of capital of 17.17%, then additional 
syndication or leverage would be necessary. 

Mr. Fastow then discussed the Company’s private equity strategy and noted 
that there would be continued significant capital investments by the- Company, 
some of which would not generate cash flow or earnings for a nuBibar of years. 
He stated that this would necessitate syndication of capital investments- if the 
Company were to continue to grow. He discussed the Company’s current total 
assets and the total assets when unconsolidated affiliates were included. He then 
noted that management was proposing transacting with a new private equity fund, 
LJM3. and discussed the Company’s rationale for transacting with the fund. He 
reviewed LJMl and LJM2, equity funds previously approved by the Board that 
the Company was already transacting with, and noted the dates of formation, the 
amount of equity in the funds, and the projects that the funds had invested in. He 
then discussed how his role in the LJM funds could potentially create a conflict of 
, interest in that he negotiates for the LJM funds when they are making investments 
in the Company’s transactions/business, he receives value from the UM funds if 
they perform well, and he must allocate a certain amount of his time to the funds. 
He then discussed the mechanisms that had been put in place to mitigate any 
potential conflicts including; !) his fiduciary responsibilities to the Company, 2) 
the Office of the Chairman or the Board could ask him to resign from the UM 
funds at. any time, 3) Messrs. Buy, Causey, and Skilling approve all transactions 
between the Company and the UM funds, 4) there is an annual Audit and 
Compliance Committee review of the Company’s transactions with the LJM 
funds, 5) a review of his economic interest in the Company and the LJM funds is 
presented to Mr. Skilling, and 6) there is no obligation for the Company to transact 
with the LJM funds. ' 

Messrs. Causey and Skilling then discussed the benefits to the Company of 
having the ability to transact with the UM funds and Mr. Fastow discussed the 
other investors in the UM funds. Mr. Blake proposed that the Finance Committee 
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also review transactions between the Company and the LJM funds on a quanerlv 
basis and Mr. Winokur proposed that the Compensation and Manaaement 
Development Committee review the compensation received by Mr. Fastow from 
the LJM funds and the Company. The Committee unanimously agreed to the two 
proposals. 

Mr. Fasto'w noted that in order to allow him to panicipate as the General 
Partner of the LJM funds it wouid be appropriate for the Committee to recommend 
to the Board the ratification of a decision by. the Office of the Chairman that Mr. 
Fastow' s participation in the LJM funds, with the noted confdct mitigation 
mechanisms in place, would not adversely affect the best - interests of the 
Company. Following a discussion, upon motion duly made by Mr. Blake, 
seconded by Mr. Meyer, and carried the proposal was approved for 
recommendation to the Board. 

Mr. Fastow then called upon Mr. Glisan for the Treasurer's report, a copy 
of which is filed with the records of the meeting. 

Mr. Giisan reviewed the liquidity report as of September 20, 2000, noted 
that the Company's total liquidity was currently over $7 billion, and stated that 
transaction recently completed would bring the total to approximately $8 billion. 
He reviewed year-to-date investments and proceeds on sales of assets and noted 
that during the year there had been fewer assets sales and more capital invested 
than onginally planned. He commented on the financing activity that had 
occurred since June of 2000 and the financings still to be completed before year 
end. He noted that certain turbine purchases, previously approved by the Board, 
were requiring a significant amount of capital investment during the year. He then 
reviewed the Company’s outstanding letters of credit and noted that there was no 
■significant change since the last Committee meeting. He discussed the Company’s 
guarantee portfolio and stated that the significant increase in the volumes 
transacted'by the Company had led to related increases in required guarantees. He 
then stated that there had not been any change in the Company’s ratings by the 
rating agencies. 

Mr. Lay left the meeting following Mr, Glisan's presentation and Mr. 
Winokur called upon Mr. Buy to present the Chief Risk Officer’s report, a copy of 
which is filed with the records of the meeting. 

Mr. Buy discussed the Company’s Top 25 credit exposures and commented 
on the exposure to Owens C-otning, which had recently declared Chapter II 
bankruptcy. He also discussed a transaction that was underway to reduce the 
Companyls credit exposure to TXU Europe Energy Trading Ltd. He reviewed the 
current credit reserve and compared it to the required reserve. He then gave the 
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Committee a brief update on the RAC group's foreign exchange project curremlv 
underx'ay and noted that it was ’scheduled to be completed in December, 

•Vtr. Buy then gave a status report on the RAC group’s review of Enron 
Energy Services, LLC (“EES”). He discussed EES’s business and the different 
ways it earned money and he presented a summary of EES’s net open commodity 
positions, the associated Value-at-Risk (“VAR”), and the mark-to-market credit 
e.xposure. He then reviewed EES’s outsourcing transactions and noted that there 
were two components, demand side nianagement and commodity price risk, 
associated with the transactions. He presented a chan depicting the caoital 
expenditures made or projected to be made by EES and stated that i.mprovem'ents 
have been made in developing projects but that actual project implementation was 
lagging behind the original projections. Mr. Skilling joined him in answering 
questions from the Committee regarding EES's capital expenditures and the 
potential implication of the slowdown in project implementation on future 
ea,rnings. 

Mr. Buy then presented the Market Risk Update and discussed the returns 
each commodity'-group had earned compared to the VAR it had taken. He then 
presented the same information by business unit and specific commodity. He gave 
an overview of the VAR backtesting and stress testing of the Company“s exposure 
under “worst case” scenarios of 5 % and 25 % shifts in commodity prices. He 
reviewed limit violations during July and August of 2000, noted that the RAC 
group was working with the business units to reduce the number of violations, and 
discussed the reasons for the violations. He discussed the loss notifications during 
July and August of 2000 and noted that there was a daily loss in the ponfolio that 
had required that Mr. 'Winokur be notified. .Mr. Skilling joined him in a discussion 
of the reason for the loss and commented that the loss was preceded by a number 
of days of significant earnings. 

Ms. Carter then distributed a supplement to the Chief Risk Officer’s report, 
a copy of which is filed with the records of the meeting. Mr. Buy presented a 
summary of the Transaction Approval Process ('TAP”) including the number of 
transactions that had been approved by the various levels of management and the 
Board. He then reviewed the Company’s annualized VAR versus trading profits 
over the last six years and discussed die annualized VAR as a percent of trading 
profits. He commented on the average daily VAR and the VAR limit as a percent 
of market capitalization over the last six years and noted that during 2000 the 
average daily VAR had more than doubled. He stated that management was 
proposing an i.ncrease in the overall V.AR and also recommending that a certain 
amount of the overall VAR limit be deemed discretionary, to be allocated by 
himself and Mr. Skilling to the business units/commodity groups. 
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Mr. Savage left the meeting and Mr. Lay returned to the meeting following 
the presentation. 

Mr. Buy then discussed proposed changes to the Enron Corp. Risk 
Management Policy to incorporate the increased VAR. Following a discussion, 
upon motion duly made by Mr. Ferraz, seconded by Mr, Chan, and carried, the 
proposed changes to the Enron Corp. Risk Management Policy presented at the 
meeting were approved for 'recommendation to the Board. 

Mr. Buy then discussed the proposed changes to the TAP, including the 
addition of a category of approval for the Office of the Chairman of the Wholesale 
Energy Operations business unit, the ability of Messrs. Lay and Skilling to give 
Mr. Buy verbal authority to sign on their behalf on trarssactions up to $25 million, 
and an updated regiori/busLness unit head listing to reflect recent reorganizations 
or promotions, Following a discussion, upon motion duly made by Mr. Urquhart, 
seconded by Mr. Belfer, and carried, the proposed changes to the TAP, as filed 
with the records of the meeting, were approved for recommendation to the Board. 

Mr. Winokur then called upon Mr. Glisan to discuss a proposed equity 
derivatives auihorizatitin. Mr. Glisan noted that the Company periodically enters 
into equity derivative transactions, including swap transactions, forward sales and 
purchases, and options. He stated that to clarity the equity derivative re.solation 
curremly in place management was proposing some minor !nodificaiio.is.~t!e 
reviewed the modifications and, following a discussion, upon motion duly made 
by Mr. Meyer, seconded by Mr. Belfer, and carried, the proposed equity 
derivatives authorization was approved for recommendation to the Board. 

There being no further business to come before the Committee, the meeting 
was adjourned at 12:20 p.m., E.D.T. 
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Agenda Item 2 

RATIFICATION OF DETERMINATION 
(Suggested Form of Resolutions) 

WHEREAS, Andrew 3. Fastow serves as the Executive Vies President 
and Chief Financial Officer of the Company; 

WHEREAS, Mr. Fastow has the opportunity to participate in the formation 
of an investment partnership ;(the “Partnership") that would’ not be affiliated with the 
Company: 


WHEREAS, it is anticipated that Mr. Fastow will serve as the managing 
partner/manager of the Partnership; 

WHEREAS, it is anticipated that the Partnership will invest in, among 
other things, energy and communications-related businesses and assets, including "F' 
businesses and assets of the Company; 

. WHEREAS, the Partnership, as a potential ready purchaser of the 
Company’s businesses and assets or as a potential contract counterparty, could provide 
liquidity', risk management, and other financial benefits to the Company; — f 

1 

WHEREAS, the Board has evaluated two similar previous investment 
partnerships in which Mr. Fastow has served as the managing partner/manager and has ^ 
concluded that She existence of such investment partnerships, and Mr. Fastow's 
involvement therein, has been beneficial to and in the best interests of thfiXampany; v 


WH.EREAS, the Office of the Chairman of the Company has deteimined, • x 
for the foregoing reasons, that Mr. Fastow's participation as the managing j 

partner/managsr of the Partnership will not adversely affect the interests o f the ' 
Company; ' - _ 

NOW, THEREFORE IT IS RESOLVED, that the Board hereby adopts and 
ratifies the deteirninstion by the Office of the Chairman pursuant to the Company’s 
Code of Ethics (Conflicts of Interests, Investments, and Outside Business Interests of 
Officers and E.mployees) that participation of Mr. Fastow as the managing 
partner/manager of the Partnership will not adversely affect the Interests of the 
Company; and 

RESOLVED FURTHER, that the proper officers of the Company and its counsel be. ^d 
each of them hereby is, authorized, empov/ered, and directed (any one of them acting 
alone) to take any and ail such further action, to amend, execute, and deliver ail such ^ 

further instruments and documents. 'for and in the name and on behalf of the Company, ^ ^ 

under its corporate seal or otherwise, and to pay all such expenses as in thejr discretion i 
appear to be necessary, proper, or advisable to carry into effect the purposes and 
intentions of this and each of the foregoing resolutions^ 
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INUTES 

MEETING OF THE BOARD OF DIRECTORS 

ENRON COR?. 

OCTOBER 7, 2000 

Minutes of a meeting of the Board of Directors of Enron Corp. 
("Company") held pursuant to due notice at 8:CX) a.m., E.D.T,, on October 7, 2000 
at the Four Seasons Resort, Poinciana III Ballroom, Palm Beach, Florida. 

All of the Directors were present, either in person or by telephone 
conference connection, where each of the participants could hear the comments by 
the other participants and join in the discussions, as follows: 

Mr. Kenneth L. Lay, Chairman 
Mr. Robert A. Belfer 
Mr. Nonnan P. Blake, Jr. 

Mr. Ronnie C. Chan 
Mr. John H. Duncan 
Dr, Wendy L. Gramm 
Mr. Ken L. Harrison 
Dr. Robert K. Jaedicke 
Dr. Charles A. LeMaistre 
Dr. John Mendelsohn 
Mr. Jerome J. Meyer 
Mr. Paulo Fentiz Pereira 
Mr. Frank Savage 
Mr. Jeffrey K. Skilling 
Mr. John A. Urquhart 
Lord John Wakeham 
Mr. Herbert S. Winokur, Jr. 

The meeting began in executive session, during which Messrs. Richard A. 
Causey, James V. Derrick, Jr., Andrew S. Fastow, Mark E. Koenig, and Joseph W. 
Sutton and Ms, Rebecca C. Carter, all of the Company, and Mr. Richard N. Foster 
of McKinsey & Company, Inc., were also in attendance, either in person or by 
telephone conference connection, where each of the participants could hear the 
comments by the other participants and join in the discussions. Messrs, Jeremy M. 
Blachman, Harold G. Buchanan. Daniel P. Leff, Mark S. Muller, Lou L. Pai, 
Matthew Scrimshaw', Martin Sunde, Greg L. Whalley and Thomas E. White and 
Ms. Rosalee T. Fleming, all of the Company or affiliates thereof, joined the 
meeting in progress as noted. 
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The Chaimiau, '4r. Lay. presided at the meeting, and the Secretary, Ms. 
Carter, recorded the proceedings. 

Mr. Lay called the meeting to order and called opon Mr. Causey to present 
the Financial and Earnings Report, a copy of which is filed with the records of the 
meeting. Mr, Causey discussed the third quarter and nine months ended September 
30, 2000 diluted earnings per share (“EPS”) and compared them to the comparable 
periods in 1998 and 1999 and to the 2000 Operating Plan. He noted that in both 
the third quarter and the nine-month period of 2000 the Company’s recurring EPS 
had increased by 23% over the same periods in 1999. He reviewed the earnings 
by business segment and net income for the third quarter and nine-month periods 
and compared them to the 2000 Operating Plan. He commented that the increased 
net income in'2000 was primarily due to stronger performances by the Wholesale 
Energy Operations and Retail Energy Services business units partially offset by 
increased coipopate expenses. He discussed the Company’s balance sheet debt 
and provided a roll-forward from year-end 1999 balances. He discussed the 
higher than planned equity investments made during the year, noted that two 
major items were the purchase of MG pic and the repurchase of the minority 
interest in Enron Energy Services, LLC (“EES”), and stated that the Company was 
on-target to meet its year-end credit ratio targets. 

Mr, Lay then called upon Mr. Koenig for an Investor Relations update, a 
copy of which is filed with the records of the meeting. Mr. Koenig reviewed the 
Company's year-to-date total return to shareholders, of 9S.1%, and noted that it 
continued to substantially exceed the total return achieved by the Company’s 
energy and broadband peer groups, the S&P 500, the Dow Jones Industrial 
Average, and the NASDAQ, He noted that the Company’s energy peer group 
return had benefited from a very strong performance by Dynegy, Inc. during the 
year. He presented the year-to-date stock price performance for the Company, the 
S&P 500, and the NASDAQ and noted that the Company’s stock price 
improvement during the summer was attributable to strong second quarter 
earnings, the results from the Wholesale Energy Operations group, and the 
transaction with Blockbuster Video. He reported on the Company’s price-to- 
eamings valuation as of December 1999 and September 2000 and compared them 
to that of the S&P 500 and the Company’s peer group. He reviewed the year-to- 
date stock price performance of companies in different segments of the energy and 
utility industries and noted that the diversified natural gas and power companies 
had the strongest performance, He discussed the expected EPS growth rates for 
the next two years for the Company, its peer group, and the S&P 500. 

Mr. Koenig then reviewed the Company’s shareholder composition and the 
investor style of its institutional investors, noting that 60% were growth-oriented 
investors while only 17?ii were value-oriented investors. He commented on the 
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Company.’s largest shareholders and discussed changes in ownership since June 
30, 2000, particularly by Janus Capital Corporation. He discussed Motley Fool’s 
“Now 50” Index and stated that as of August 31, 2000 the Company’s year-to-date 
total return to shareholders was the highest of any company in the Now 50 Index. 

Mr. Lay ended the executive session at 8;30 a.n5., E.D.T. and Messrs. 
Blachman, Buchanan, Leff, Muller, Pai, Scrimshaw. Sunde, and White and Ms. 
Fleming joined the meeting. Mr. Lay then' revised the agenda to begin with the 
Special Reports/Updates and called upon Mr. Pai to begin the EES presentation, a 
copy of which is filed with the records of the meeting. 

Mr. Pai began his presentation by displaying a chart depicting some of the 
larger compahie.s that EES had transacted with during the year. He discussed 
EES's organizational structure, introduced Messrs. Buchanan, Blachman, Leff, 
Muller, Scrimshaw, and Sunde, and commented on each of the individual’s 
responsibilities. He then discussed contract signings in 1999 and 2000 and noted 
that EES had achieved eleven quarters of consecutive growth in contract signings. 
He reviewed revenues, operating expenses, and earnings before interest and taxes 
for the last two years and commented that the growth in operating expenses 
typically lagged the growth in revenues. He noted that EES’s sources of gross 
margin included outsourcing, commodity, Enron Facility Services, upselling, EES 
Europe, and risk management and stated that all sources had shown an increase 
from 1999 to 2000. He displayed charts showing EES’s return on invested capital, 
noted that the business was not very capital intensive, and discussed EES's 
intellectual capita! base. He then called upon Mr. Sunde to discuss EES North 
America (“EES-NA”). 

Mr. Sunde presented an EES-NA organization chart and discussed his team 
of employees. He stated that his group was migrating to utilizing tools and 
processes that were new to the EES-NA client base. He then discussed the deals 
that EES-NA had in the pipeline and the various stages of deal development 
including: I) qualification, 2) conceptualization, 3) initial development, 4) detailed 
development, and 5) signed contracts. He reviewed each of the deal stages and 
stated that it typically took a transaction 12 to 15 months to go from the initial 
development stage to .a signed contract. He then presented a year-in-review 
summary of the transactions EES-NA had completed, or would be completing in 
the fourth qoa.der, related to the manufacturing.'consumer goods, high technology, 
real estate/financiai/healthcare, and education business sectors. He reviewed the 
structure of EES-NA’ s risk management books and discussed each of the 
components, the net open positions, and the number of people involved with each 
of the books. He commented on the risk management tools employed and noted 
that the tools and discipline w'ere similar to those used by the Company’s 
Wholesale Energy Operations group. He discussed current market trends. 
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including increasing commodity prices, the deregulation inoinemum, the increase 
in companies seeking outsourcing, and a continuation of the evolution of the 
competitive landscape. He stated that ail of the factors would create opportunities 
for the Company in the coming years... He commented on how the Company was 
able to quickly respond to changes in the marketplace and discussed the situation 
in San Diego, California as an . example of how the Company could rapidly 
respond. He commented on the Company’s competitors and the potential areas for 
growth in 2001, He then called upon Mr. Scrimshaw to begin the EES Europe 
presentation. 

Mr. Scrimshaw began by presenting an overview of the European end-use 
market and noted that the Company had specific products for each market segment 
including: 1) middie market products for the domestic and small commercial 
market segment, 2) total energy outsourcing (‘TEO”) for the commercial and light 
industrial market . segment, and 3) heavy industrial services for large energy- 
intensive businesses. He presented a schematic of his organization and noted that 
the team had significant W'holesale, and retail experience. He began a detailed 
review of each of the market segments and the products offered by stating that 
Enron Direct-UK would be providing the middle market products including five- 
year fixed price discounts lo the electricity tariffs and one-to-five year fixed price 
gas contracts at a single unit rate. He discussed the growth in Enron Direct UK’s 
customer base and market share and noted that the electricity markets were 
continuing to open throughout Europe. He then stated that Enron Direclo-Spain 
would offer cne-to-two year fixed price discounts off the tariff electricity price in 
Spain, one of EES Europe’s primary target countries. He then moved to the 
market for TEO and discussed the market segment, products to be offered, the 
business model that would be utilized, and the anticipated competitor response. 
He commented on the advantages and disadvantages the Company would, be 
facing when promoting TEO in Europe, the estimated total contract value (“TCV”) 
by country and by business segment, and the projects currently under 
development. He then discussed the heavy industrial services market segment and 
stated that the Company anticipated providing power, steam, and other key 
services to petrochemical clients. He noted that the Company would add value 
through new origination, contract and asset restructuring, and improving fixed 
costs and stated that no other company was offering a similar comprehensive 
package to customers. He gave an overview of the targeted customers and 
discussed the growth prospects for 2001. He then called upon Mr. Leff to begin 
the Global Energy Services (“GES”) presentation. 

Mr. Leff noted that GES’s goal was to deliver world-class execution 
services to maximize the value in the Company’s network businesses. He 
described his organizational structure and noted that he worked closely with 
Messrs. Scrimshaw and Sunde and their respective groups. He stated that GES 
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had three primarj' objectives; i) lo profitably deliver on ail of the Company’s 
contractual commitments, 2) to create incremental value in the existing contract 
portfolio, and 3) to increase the throughput of products and services to customers. 
He stated that the first objective involved preparing deals for implementation, 
performing development engineering management, project and construction 
management, energy asset management, and operations and labor management. 
He discussed the Company’s delivery platform in North America and stated that 
the Company was the largest manager of private utility assets utilizing a common 
global platform. He noted that there had been acceleration throughout the year of 
the project approval process and that the total net savings related to projects 
approved in 2000 were estimated to be over S250 million. He discussed savings 
that were achieved at one customer’s facilities when EES invested fund.s to 
consolidate the company’s chillers leading to increased operating efficiency, 
reliability, and capacity. He stated that EES also provided labor and maintenance 
services so that "customers did not have to employ a labor force to maintain and 
operate its assets infrastructure and EES could leverage its experience and scale to 
drive efficiencies. He stated that GES’s second objective related to improving the 
margins in EES’s existing contract base by exercising contract option value, 
adding additional sites to existing contracts, upselling additional products and 
sendees, building scalable tools and processes to enhance value, and providing 
information back to the organization. He gave an overview of the value 
enhancement progress made during 2000, the specific details of how it was 
utilized, and the results at one client. He noted the importance of customer 
satisfaction ratings, stated that the Company believed a rating of “very good” was 
necessary in order to receive customer referrals, and noted that GES had exceeded 
its targeted customer satisfaction goals in 2000, He then reviewed five of GES's 
transactions and noted the original TCV of the transaction and the enhanced value 
that had been added since the original signing. He ended his presentation with a 
discussion of the expectations for 2001 which included expanding and continuing 
the success of the global execution platform, continuing the web-enhancement of 
the entire platform, enhancing the scale value, and exceeding customer satisfaction 
targets. He then called upon Mr. Pal to discuss The New Power Company 
(“TNPC”). 


Mr. Blake disconnected from the call following Mr. Leff s presentation. 

Mr. Pai discussed the initial public offering (“IPO”) of shares of common 
stock of TNPC and stated that the IPO had been over-subscribed, priced above the 
anticipated range, and produced net proceeds of $473 million. He stated that 
TNPC had the opportunity to be the “first mover” in the national energy market 
and that 30% of the market would be, open for competition by the year 2002. He 
noted that TNPC had unique scale advantages through its strategic partnership 
with IBM and America Online ("AOL”) and would benefit from a cost structure 
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fundamentally lower than that of any competitor. He then stated that the role of 
each of the partners would be as follows: 1) the Company would provide a 
commodity cost advantage to TNPC through the use of non-exclusive wholesale 
buying arrangemenls and also provide the Company’s risk management expertise 
and software, 2) IBM would provide assistance with the back office operations 
since IBM was considered the “best in class” regarding unit cost for back office 
functions and its solutions were scalable to large customer volumes, and 3) AOL 
would provide exclusive access to over 23 million subscribers that match TNPC’s 
target market. He discussed TNPC’s management team and noted that its business 
plan through the year 2002 was expected to be fully funded through private 
placeme.nts, the IPO proceeds, and profits from operations. He then presented the 
fully-diluted .ownership summarv' post-IPO. He stated that the Company would 
have a 45% equity ownership in TNPC, IBM would also have an equity 
ownership, and AOL would receive equity and cash incentives based on the 
customers acquired. 

Mr. Lay called for a break at 10:30 a.m. E.D.T. and the meeting resumed at 
10:40 a.m. E.D.T. with all of the attendees noted above in attendance, Mr. Lay 
then called upon Mr. Whalley to begin the Enron Net Works (“Net Works”) 
presentation, a copy of w'hich is filed with the records of the meeting. 

Mr. Whalley stated that Net Work’s mission was to provide the framework 
for applying the Company’s successful wholesale business model to other 
markets, develop the electronic platforms necessary to increase market share in 
both current and future markets, and design tools for streamlining .support 
processes valuable to both the Company and other potential usersicustomers. He 
then gave the Board an update on the Company’s metals business and noted that 
the utilization of EnronOnline (“EOL”) had significantly increased the number of 
metals transactions completed. He stated that Enron Industrial Markets (“EIM”) 
had been formed to expand the Company’s business model into new markets 
including pulp and paper, lumber, and steel. Mr. Skilling joined him in a 
discussion of the manner in which the Company’s marketing efforts in Japan and 
Australia were being led by metals marketing with the expectation that gas and 
power marketing would soon follow. Mr. Whalley then reviewed the EIM 
organizadonal structure and stated that funding for EIM would be provided by 
Enron Net Works Partners LP (“ENWP”), a proposed partnership with outside 
equity investors that was expected to close by the end of October. He stated that 
the Company would own approximately 60-70% of ENWP. 

Mr. Whalley then discussed the second phase of EOL, noted that there was 
a highly successful lau.nch on September 18, 2000, and stated that phase II 
included new' trading functionality and market specific content. He stated that 
there had been a significant increase in the level of business conducted via EOL, 
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the system architecture had proveii scalable and reliable, the metals group had 
been rapidly integrated into EOL, there were commercial agreements in place with 
competing platforms, and the Company was establishing a private netw'ork with 25 
of its largest' customers in conjunction with Enron Broadband Services. He then 
provided an update on the status of the Company’s DealBench project and noted 
that it was a secure, collaborative web platform that enabled the Company’s 
clients to conduct business on the web. He commented on the Company’s 
Commodity Logic platform and noted that it provided a web-based solution for 
companies’ commodity mid-office and back-office operations. He stated that in 
the future Net Works would be analyzing opportunities to expand into other 
markets including transportation/logistics, agriculture, and the Nymex. 

Mr. Lay called for an executive session at 11:25 a.m. and Messrs. 
Blachman, Buchanan, Leff, Muller. Scrimshaw, Sunde, and White and Ms. 
Fleming left the meeting. 

Mr. Lay called upon Mr. Winokur to report on the Finance Committee 
meeting held on October 6, 2000. Mr. Winokur stated that at the meeting the 
Committee had received the standard financial reports and had discussed LJM3, a 
new private equity fund similar in structure to LJM I and LJM 11. He noted that in 
order to allow' Mr. Fastow to participate as the General Partner of the LJM funds it 
would be appropriate for the Board to ratify a decision by the Office of the 
Chairman, and recommended by the Committee, that Mr. Fastow’ s participation in 
the LJM funds, with noted conflict mitigation mechanisms in place, would not 
adversely affect the best interests of the Company. He then stated that the 
Committee also approved the following items for recommendation to the Board: 
1) a revision to the Risk Manage.ment Policy to allow for an increase in the overall 
VAR and also to allow a certain amount of the overall VAR limit to be deemed 
discretionary and to be allocated by Messrs. Buy and Skilling to the business 
units/commodity groups, 2) a revision to the Transaction Approval Process to 
address the approval process for projects that do not achieve the Company’s 
required rate of return, and 3) some minor modifications to the equity derivative 
resolution currently in place. Following a discussion, Mr. Winokur moved 
approval of the items, his motion was duly seconded by Mr. Meyer, and carried, 
and the changes to the Enron Corp. Risk Management Policy discussed at the 
meeting and the following items were approved; 
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WHfcREAS, Andrew S-Fastow sen-'es as the Executive Vice 
President and Chief Financial Officer of the Company; 

WHEREAS, Mr. iFastow has the opportunity to participate in 
the formation of an investment partnership (the “Partnership”) that 
would not be affiliated with the Company; 

WHEREAS, it is anticipated that Mr. Fastow will serve as the 
managing parmer/manager of the Partnership; 

WHEREAS, it is anticipated that the Partnership W'ill invest 
in, among other things, energy and communications-related 
businesses and assets, including businesses and assets of the 
Company; 

WHEREAS, the Partnership, as a potential purchaser of the 
Company’s businesses and assets or as a potential contract 
counterparty, could provide liquidity, risk management, and other 
financial benefits to the Company: 

WHEREAS, the Board has evaluated two similar previous 
investment partnerships in which Mr. Fastow has served as the 
managing partner/manager and has concluded that the existence of 
such investment partnerships, and Mr. Fastow's involvement therein, 
have not been adverse to the best interests of the Company; and 

WHEREAS, the Office of the Chairman of the Company has 
determined, for the foregoing reasons, that Mr. Fastow’s 
participation as the managing partner/manager of the Partnership 
will not adversely affect the interests of the Company; 

NOW, THEREFORE, IT IS RESOLVED, that the Board 
hereby adopts and ratifies the determination by the Office of the 
Chairman pureuant to the Company’s Code of Ethics (Conflicts of 
Interests, Investments, and Outside Business Interests of Officers 
and Employees) that participation of Mr. Fastow as the managing 
partner/manager of the Partnership will not adversely affect the 
interests of the Company; and - 
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RESOLVED FURTHER, that the proper officers of the 
Company and its counsel be, and each of them hereby is, authorized, 
empowered, and directed (any one of them acting alone) to take any 
and all such further action, to^amend, execute, and deliver all such 
further instruments and documents, for and in the name and on 
behalf of tlie Company, under its corporate seal or otherwise, and to 
pay ail such expenses as in their discretion appear to be necessary, 
proper, or advisable to cany into effect the purposes and intentions 
of this and the foregoing resolution. 

Revision to the Transaction Approval Process 

WHEREAS, the Board of Directors of the Company- 
approved^ resolutions on October 12, 1998 adopting the Enron Corp. 
Transaction Approval Process (the “Transaction Approval Process”) 
which provides for (i) a process for review and approval of Capital 
Expenditures (as defined in the revised policy attached to these 
minutes) and (ii) a process for prior transactions involving Capital 
Expenditures to be reviewed for performance and results; 

WHEREAS, the Board of Directors of the Company 
approved amendments to the Transaction Approval Process at 
meetings held on February 8, 1999, August 10, 1999, February 7* 
and 8'^, 2000. and May 2. 2000; and 

WHEREAS, it -would be in the best interests of the Company 
to amend the definitional provisions of the Transaction Approval 
Process in order to reflect the recent changes in assignments and 
reorganization of the Company into regional business units and 
global functions and to reflect amendments to both Approving Units 
and approval limits with respect to Deal Size; 

NOW THEREFORE, IT IS RESOLVED, that the Company 
revise the Transaction Approval Process to that attached to these 
minutes and as set forth in these resolutions; 

RESOLVED FURTHER, that the revised Transaction 
Approval Process is adopted and approved, that a copy of the 
revised policy be attached to the minutes as Exhibit A, and that the 
persons, officers, and Approving Units identified therein shall 
perform the responsibilities as specified; for the purposes of this 
policy a certification by the President, the Chief Financial Officer, 
the Treasurer, the Chief Risk Officer (cr his or her designee), any 
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Executive Vice President, or any Senior Vice President to the effect 
that this policy has been complied with in connection with any 
transaction involving Capital Expenditures shall be conclusive 
evidence of compliance and - may be relied upon by all persons 
interested in or participating in such transaction, including (without 
limitation) the officers signing transactional documents on behalf of 
the Company and attorneys issuing legal opinions with respect to the 
transaction; 

RESOLVED FURTHER, that the revised Transaction 
Approval Process shall not apply to the approval process for 
guarantees except as to those guaranteeing the obligations of 
unaffiliated third parties. The approval process for all other 
guarantees shall continue as described in the Company’s existing 
“Policy for Approval of Guarantees, Letters of Credit, Letters of 
Indemnity, and Other Support Arrangements” and shall be reviewed 
by the Finance Group and the Risk Assessment and Control Group; 

RESOLVED FURTHER, that the Chairman of the Board and 
Chief Executive Officer, the President and Chief Operating Officer, 
the Vice Chairman, the Executive Vice President and Chief Risk 
Officer, the Executive Vice President and Chief Financial Officer, 
the Treasurer, any Executive Vice President, Senior Vice President, 
Managing Director, or Vice President of the Company, or any other 
person authorized by the Board to act on behalf of the Company be, 
and each of them hereby is, authorized and empowered to negotiate, 
enter into, execute, and deliver on behalf of the Company any 
agreements and documentation in connection with any transaction 
involving Capital Expenditures which has been approved in 
accordance with the revised Transaction Approval Process and as 
the officers executing such agreements shall approve, such approval 
to be conclusively evidenced by such execution; 

RESOLVED FURTHER, that all actions heretofore taken by 
the Chairman of the Board and Chief Executive Officer, the 
President and Chief Operating Officer, the Vice Chairman, the 
Executive Vice President and Chief Risk Officer, the Executive 
Vice President and Chief Financial Officer, the Treasurer, any 
Executive Vice President, Senior Vice President, Managing 
Director, or Vice President, in the name and on behalf of the 
Company, related to or in connection with transactions of the type 
contemplated by the new review process attached to these minutes 
but which originated prior to these resolutions, including, without 
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limitation, the execution and delivery of any instruments or ether 
documents as any such officer shall have deemed necessary', proper, 
or advisable, are hereby adopted, ratified, confirmed, and approved 
in aii respects; and 

RESOLVED FURTHER, that the proper officers of the 
Company and its counsel be, and each of them hereby is, authorized, 
empowered, and directed (any one of them acting alone) to take any 
and al! such further action, to amend, execute, and deliver all such 
further instruments and documents, for and in the name and on 
behalf of the Company, under its corporate seal or otlierwise, and to 
pay alksuch expenses as in their discretion appear to be necessary, 
proper, or advisable to carry into effect the purposes and intentions 
of this an^ each of the foregoing resolutions. 

Equity Derivatives Authorization 

WHEREAS, the Company desires to enter into and has 
entered into equity derivative transactions from, time to time relating 
to the Common Stock of the Company, including, but not limited to 
swap transactions, forward sales and/or purchases, and options (the 
“ENE Equity Derivatives Transactions”), which are or may be in 
addition to obligations or contingent obligations to issue shares of 
Common Stock of the Company relating to project financings; 

NOW, THEREFORE, IT IS RESOLVED, that the Company 
be, and it hereby is, authorized to enter into ENE Equity Derivative 
Transactions from time to time, subject to the limitations contained 
in these resolutions, and on such terms as are approved by the 
Chairman of the Board, the President, the Vice Chairman, any 
Executive Vice President, Senior Vice President, Managing 
Director, or Vice President, the Chief Financial Officer, the 
Treasurer, or any Deputy Treasurer of the Company (each an 
“Authorized Officer”) and that such transactions heretofore entered 
into on behalf of the Company are ratified and approved; 

RESOLVED FURTHER, that the Company is authorized and 
directed to execute and deliver any agreements evidencing or 
relating to EN'E Equity Derivative Transaction(s) and to observe and 
perform in full al! of the obligations, conditions, covenants, and 
other terms set forth in or contemplated by any agreements relating 
thereto as the same may be amended from time to cirae; 
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RESOLVED FURTHER, that each Authorized Officer be, 
each such officer hereby is, authorized in the name and on 
Dghalf of the Company to take or cause to be taken such action as 
such officer may deem necessary or desirable in connection with the 
performance by the Company of its obligations under any 
agreement, document, or instrument contemplated by these 
resolutions to which the Company is or will become a party; 

RESOLVED FURTHER, that each Authorized Officer be, 
and each of them hereby is, authorized in the name and on behalf of 
the Company, under its corporate seal or otherwise, to negotiate, 
execute, deliver, amend,, perform, and consummate such 
agreements, instruments, or documents, however designated, as such 
officer may deem necessary or desirable to carry out the purpose and 
intent of the resolutions herein, in such fonn(s) as shall be approved 
by the officer executing the same, such approval to be conclusively 
evidenced by the execution thereof by such officer: 

RESOLVED FURTHER, that the maximum number of 
shares of Company Common Stock for which ENE Equity 
Derivatives Transactions are written and outstanding at any time 
not exceed 50 million shares; 

RESOLVED FURTHER, that up to an aggregate of 20 
million shares of Company Corrunon Stock are hereby authorized to 
be issued pursuant to ENE Equity Derivatives Transactions and up 
to an aggregate of 20 million shares of Company Common Stock are 
hereby audiorized to be reacquired pursuant to ENE Equity 
Derivatives Transactions; 

RESOLVED FURTHER, that an aggregate of 20 million 
shares of Company Common Stock are hereby reserved for issuance 
in settlement of any or all of the ENE Equity Derivatives 
Transactions referred to above in the event the Company elects to 
make settlement in shares of Company Common Stock; 

RESOLVED FURTHER, that the Company is authorized to 
issue such shares of Common Stock of the Company in settlement of 
ENE Equity Derivatives Transactions as deemed appropriate by the 
officers of the Company and to offer and sell any such shares 
delivered in settlement of any ENE Equity Derivatives Transaction 
-»-d that upon any such issuance in accordance with the terms of the 
sjject ENE Equity Derivatives Transaction, such shares of 
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Common Stock shall be validly Issued, fully paid, and non- 
assessable; 

, RESOLVED FURTHER, ihat if registration of shares of the 
Company’s Common Slock is appropriate in connection witli any 
ENE Equity Derivative Transaction, the officers of the Company be, 
and they hereby are, authorized and directed, for and in the name 
and on behalf of the Company, to cause to be prepared, executed, 
and filed with the Securities and Exchange Commission (the 
“Commission”) one or more Registration Statements and/or post- 
effective amendments to previously filed Registration Statements, 
including exhibits thereto (collectively, the "Registration 
Statement"), and such amendments and post-effective amendments 
to any Registration Statement or supplements to the Prospectuses 
constituting a part thereof, relating To the registration under the 
Securliies Act of 1933 of the Common Stock of the Company 
relating to the ENE Equity Derivative Transaction(s) whenever 
same are appropriate; and the proper officers of the Company are 
hereby authorized and directed to cause such Registration Statem.ent 
to be executed and filed in such form as the officers executing such 
Registration Statement shall approve, such approval to be 
conclusively evidenced by such execution; 

RESOLVED FURTHER, that the officers of the Company 
be, and they hereby are, authorized and directed to file such 
amendments or supplements to the Registration Statemeni(s) 
referred to above, and to take any or all other action or to do or 
cause to be done any or all other things as may appear to them to be 
necessary or advisable in order to cause such Registration 
Statement(s), as amended, to become effective and. otherwise to 
effect the registration under the Securities Act of 1933 cf the 
appropriate amount of Common Stock of the Company relating to 
an ENE Equity Derivative Transaction which are covered by such 
Registration Statement; 

RESOLVED FURTHER, that if it is deemed necessary or 
advisable by the officers of the Company that the Common Stock 
issuable upon settlement of an ENE Equity Derivative Transaction , 
be qualified or registered for sale under the applicable Blue Sky 
Laws or securities acts of any jurisdiction, or that a filing be made in 
any jurisdiction to secure or obtain an exemption from qualification 
or registration, the officers of the Company are each authorized to 
perfonn on behalf of the Company any and all such acts as any one 
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or more of ihem may deem necessary or advisabie in order to 
comply with such laws of such jurisdiction, and in connection 
therewith, to execute and file all requisite papers and instruments 
and to make any and all payments of filing, registration, or other 
fees, costs, and expenses, and to take any and further action in 
connection with the foregoing which any one or more of them shall 
deem necessary or advisable; 

RESOLVED FURTHER, that if required, the Company may 
make application to the New York Stock Exchange, Inc. and one or 
more other national securities exchanges for listing of the Company 
Common Stock to be issued in connection with the ENE Equity 
Derivatives Transactions; that the Chairman of the Board, the 
President any Executive or Senior Vice President, any Managing 
Director, any Vice President, the Treasurer or any Deputy Treasurer 
of the Company be, and they hereby are, authorized and directed to 
execute and deliver any applications, documents, or agreements, to 
take any and all actions, to appear before such exchanges if 
necessary, to appoint any banking or other institution as an agent of 
the Company for any purpose, and to do so or cause to be done any 
and all things as may appear to them to be necessary or desirable in 
order to effect such listing; 

RESOLVED FURTHER, that the execution by any officer of 
the Company of any papers and instruments or the performance by 
any one or more of them of any act in connection with the foregoing 
resolutions shall conclusively establish their authority therefore from 
the Company and the approval and ratification by the Company of 
the papers and, instruments so executed and the actions so taken; 

RESOLVED FURTHER, that the actions of the officers and 
employees of the Company acting under the supervision of the 
officers heretofore taken on behalf of the Company in connection 
with the above resolutions and the actions contemplated thereby are, 
in all respects, confirmed and ratified, and the officers of the 
Company, together or individually, may take any and all action and 
do any and all things, or direct the taking of such action or the doing 
of such things by employees of the Company acting under the 
supervision of the officer(s), as may be deemed by any of them to be 
necessary or advisable to effectuate the ENE Equity Derivatives 
Transactions, and the taking of any and all such actions and the 
performance of any and all such things in connection with the 
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foregoing shall conclusively establish their authority from the 
Company and the approval and ratification by the Company; and 

RESOLVED FURTHjKI, that the proper officers of the 
Company and its counsel be, and each of them hereby is, authorized, 
empowered, and directed (any one of them acting alone) to take any 
and all such further action, to amend, execute, and deliver all such 
further instruments and documents, for and in the name and on 
behalf of the Company, under its corporate seal or otherwise, and to 
pay all such expenses as in their discretion appear to be necessary, 
proper, or advisable to carry into effect the purposes and intentions 
of this and each of the foregoing resolutions. 

Mr. Fastow left the meeting following Mr. Winokur’s report. 

Mr. Lay called upon Lord Wakeham to report on the Nominating and 
Corporate Governance Committee meeting held on October 6, 2000. Lord 
Wakeham noted that the Nominating and Corporate Governance Committee 
meeting scheduled for October 6, 2000 had not been held and he called upon Ms. 
Carter to discuss the proposed Directors’ Assessment. Ms. Carter stated that she 
was in the process of developing a Directors’ Assessment for the coming year and 
was looking for input from the Board regarding its format and content and the 
Board’s position regarding individual Director evaluations. The Board then 
discussed the pros and cons of individual Director evaluations and their experience 
with them at other companies. Following the discussion the Board unanimously 
approved Ms. Carter’s recommendations on the form and content of the overall 
Directors’ assessment and rejected the proposal regarding individual Director 
assessments. 

Mr. Lay then stated that minutes of a meeting of the Board held on August 
L 2000 had been distributed to the Directors and were included in'the meeting 
material. He called for any additions, corrections, or comments. There being 
none, upon morion duly made by Mr. Blake, seconded by Mr. Chan, and carried, 
the minutes of the meetings held August 1, 2000 were approved as distributed. 

Mr. Lay then called upon Mr. Duncan to discuss Executive Committee 
minutes. Mr. Duncan noted that minutes of an Executive Committee meeting held 
on June 22. 2000 were included in the meeting materials and moved the approval 
of the minutes. Mr. Duncan's motion was duly seconded by Mr. Savage, and 
carried, and the minutes of the Executive Committee meeting of June 22, 2000 
w'ere approved as distributed. 
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Mr. Lay called upon Dr. LeMaistre to report on the Compensation and 
Management Development Committee meeting held on October 6, 2000. Dr. 
LeMaistre stated that at the meeting the Compensation and Management 
Development Committee had approved the following items for recommendation to 
the Board: 1) that the Enron Corp. Flexible Compensation Plan be amended and 
restated to change the definition of affiliated employers to coincide with the 
language in the Company’s medical plan, 2) that the Enron Corp. 1994 Deferral 
Plan be restated to include amendments to clarify provisions relative to the 
defenal of gains realized upon the exercise of stock options, provide consistency 
with respect to references to the Company’s other plans, and clarify current 
administrative processes and certain other administrative matters, and 3) that the 
Enron Corp. -1991 and 1994 Stock Plans be amended to expand the guidelines for 
option transferability to include family charitable foundations. Dr. LeMaistre 
moved approval^ of the items, his motion duly seconded by Dr. Jaedicke, and 
carried, and the following resolutions were approved; 

Enron Flexible Compensation Flan 

RESOLVED, that the First Amendment to the Enron Flexible 
Compensation Plan, a copy of which amendment is directed to be 
marked for identification and filed with the records of the Company, 
shall be and is hereby approved and adopted; and 

RESOLVED, that the appropriate officers of the Company 
shall be and they are hereby authorized and directed to execute said 
amendment on behalf of the Company and to take such other actions 
and execute such other instruments as they deem appropriate or 
necessary to carry out the intent of the foregoing resolutions. 

Eni-on Corp. 1994 Deferral Plan 

WHEREAS, the Company has heretofore established the 
Enron Corp. 1994 Deferral Plan (As Restated Effective August 11, 

1997) (the “Deferral Plan”); and 

WHEREAS, the Company desires to amend and restate the 
Deferral Plan effective as of October 6, 2000; 

NOW, THEREFORE, IT IS RESOLVED, that the proper 
officers of the Company be, and they are authorized and directed to 
prepare and execute such amended and restated Deferral Plan on 
behalf of the Company substantially in the form of the document 
presented at this meeting; 


16 


AASCGA0073.406 



497 


RESOLVED FURTHER, that upon ex^ution of such 
restated and amended Deferral Plan, it shall be deemed adopted by 
this Board and is hereby ratified and approved; and 

RESOLVED FURTHER, that the proper officers of the 
Company and its counsel are hereby authorize, empowered, and 
directed to take ail such further action, to amend, execute, and 
deliver all such instruments and documents, for and in the name and 
on behalf of the Company, under its coiporate seal or otherw'ise, and 
to pay all such expenses, as in their judgment may be necessary, 
appropriate, or advisable in order fully to carry into effect the 
purposes and intentions of this and die foregoing resolution, 
including^ the execution of any further amendments, forms, or 
documents recommended by counsel or required by any 
governmental agency, and to do anything necessary to effect 
compliance with applicable law or regulation. 

Enron Corp. 1991 and 1994 Stock Plans 

RESOLVED, that the Sixth Amendment to the Enron Corp. 

1991 Stock Plan (As Amended and Restated Effective May 4, 

1999), a copy of which amendment is attached hereto and directed 
to be marked for identification and filed with the records of the 
Company, shall be and is hereby approved and adopted; 

RESOLVED, that the Fourth Amendment to the Enron Corp. 

1994 Stock Plan (As Amended and Restated Effective October 12, 

1999), a copy of which amendment is attached hereto and directed 
to be marked for identification and filed with the records of the 
Company, shall be and is hereby approved and adopted; and 

RESOLVED, that the appropriate officers of the Company 
shall be and are hereby authorized and directed to execute the 
amendments adopted pursuant to the foregoing resolutions on behalf 
of the Company and to take such other actions and execute such 
other instruments as they deem appropriate or necessary to cany out 
the intent of the foregoing resolutions. 

Dr. LeMaiscre then slated that the Committee had also spent considerable 
time during the executis'e session discussing succession planning at the Company. 
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Mr. Liiy ihen called upon Dr. Jaedicke to report on the Audit and 
Compliance Committee meeting held on October 6, 2000. Dr. Jaedicke stated that 
the Audit and Compliance Committee had received reports from Arthur Andersen 
LLP regarding current activities at the Company from Mr. Causey relating to 
control related projects currently underway and from Mr. Derrick relating to the 
Enron Compliance Report for 1999. Tlie Committee also received a market risk 
update and an analysis of proposed changes to the Enron Corp. Risk Management 
Policy. 


Mr. Lay then called upon Mr. Skilling for an update on Enron South 
America (“ESA”)- Mr. Skilling distributed a handout relating to a retum analysis 
on ESA’s assets, a copy of which is filed with the records of the meeting, and 
began by discussing the ESA asset monetizafton strategy. He stated that the 
Company would,^ be conducting auctions to sell ESA’s retail assets, noted the 
assets to be sold and the current book value, and commented that the closings on 
the sales would likely occur during the first quarter of 2001. He then compared 
the electricity demand in the Company’s key markets to the demand in Brazil and 
the Southern Cone. He discussed ESA’s lines of business and presented the 
capital employed, earnings, and anticipated net income for each business. He 
presented ESA’s projected consolidated net income by business unit for the years 
2001 through 2003 and discussed the e.xpecied net income for 2000 versus the 
amount of capital employed in the business. He then reviewed the Company’s 
Brazilian wholesale power market strategy and stated that the Company believed 
that the market fundamentals would continue to lead to an energy shortage and the 
opening of the markets. He also discussed the RioGen project and stated that it 
would provide ESA the ability to supply power into a market the Company 
anticipated being significantly short for the next four to five years. 

Mr, Lay called upon Mr. Derrick for a legal update. Mr. Derrick informed 
the Board of the status of litigation related to a subsidiary of the Company’s 
operations in India and the status of the class action suit related to whether a 
subsidiary of the Company had taken gas ratably from gas fields within Texas. 

Mr. Lay stated that the agenda item related to the approval of the 
declaration of dividends payable in the fourth quarter of 2000 would be postponed 
until a later date. 

Mr. Lay then noted that due to recent reorganizations within the Company 
there were certain officer elections that were recommended by management. 
Upon motion duly made by Mr. Skilling, seconded by Dr. Gramm, and carried, the 
following resolution was approved: 
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RESOLVED, that the following persons be, and each hereby 
is, elected to the position set forth opposite their names, to serve for 
the ensuing year and until their successors are duly elected and 
qualified; 

David L. Haug Executive Vice President, Asset 

Monetization 

Tod A. Lindholm Managing Director, Assurance Service and 

IT Compliance 

Messrs. Derrick and Sutton and Ms. Carter left the meeting, at which time 
the Board discussed succession planning. 

There being no further business to come before the Board, the meeting was 
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DRAFT 


MINUTES 

MEETING OF THE AUDIT AND COMPLIANCE COMNUTTEE 
OF THE BOARD OF DIRECTORS 
ENRON CORP. 

FEBRUARY 12, 2001 

Minutes of a meeting of the Audit and Compliance Committee 
("Committee") of the Board of Directors of Enron Coip. ("Company”), noticed to 
begin at 1:30 p.m., C.S.T., but actually begun at 1:40 p.m., C.S.T., on February 12, 
2001 at the Enron Building, Houston, Texas, 

All of the Committee members were present as follows: 

Dr. Robert K. Jaedicke, Chairman 
Mr. Ronnie C, Chan 
Dr. Wendy L. Gramm . 

Dr. John Mendelsohn 
Mr. Paulo V. Ferraz Pereira 
Lord John Wakeham 

Directors Kermeth L. Lay and Jeffrey K. Skilling. Messrs. Robert H. Butts. 
Richard B. Buy, Richard A. Causey, James V. Derrick, Jr., Shawn Kilchrist, Mark 
E. Koenig, Tod A. Lindholm, and Jordan H. Mintz and Ms. Rebecca C. Carter, all 
of the Company or affiliates thereof, Messrs. Thomas H. Bauer and David B. 
Duncan, of Arthur Andersen LLP (“AA”), and Mr. Richard N. Foster of McKinsey 
& Company, Inc. also attended the meeting. 

The Chairman, Dr. Jaedicke, presided at the meeting, and the 'Secretary, Ms. 
Carter, recorded the proceedings. 

Dr. Jaedicke called the meeting to order, noted that a draft of the minutes of 
the meeting of the Committee held on December 11, 2{X)0 had been distributed to 
members of the Committee, and called for comments, additions, or corrections. 
There being none, upon motion duly made by Lord Wakeham, seconded by Dr. 
Mendelsohn, and carried, the minutes of the meeting of the Committee held on 
December 11, 2000 were approved as distributed. 

Dr. Jaedicke called upon Mr. Duncan to begin AA’s presentation, a copy of 
which is filed with the records of the meeting. Mr. Duncan began by providing an 
update of the status of AA’s audit and the communications required by AA under 
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the Statement on Auditing Standards 61, “Communication with Audit 
Committees”. He noted that AA’s financial statement opinion was expected to be 
unqualified and that there were no significant audit adjustments, new accounting 
policies, changes not previously communicated to the Committee, modifications to 
interim financial infoimation, disagreements with management, significant 
difficulties encountered during the audit, major issues discussed with management 
affecting retention, or consultation with other accountants on the application of 
Generally Accepted Accounting Principles (“GAAP”). 

Mr. Duncan then discussed AA’s opinion on the Company’s internal 
controls and stated that the opinion would be unqualified, the audit was complete, 
and no material weaknesses had been identified. He stated that Mr. Kilchrist 
would discuss certain areas where improvement opportunities had been identified. 
He noted that AA had made its annual determination that, in its professional 
judgement, it remained independenL He then discussed the status of any 
adjustments proposed by AA that were not made and noted that management had 
determined that the items were not material to the Company’s financial statements 
taken as a whole and that AA had concuned, 

Mr. Duncan then provided selected observations regarding the Company’s 
accounting procedures and financial reporting. He stated that the Company 
continued to utilize highly structured transactions, such as securitizations and 
syndications, in which there was significant judgement required in the application 
of GAAP. He commented on the use of mark-to-market and fair value model 
accounting in the areas of trading and derivative contracts and stated that these 
also required significant judgement regarding the applicability of certain models to 
specific products or transacdons. He then reviewed related party transactions, 
classification issues that had arisen during the year, and certain other areas 
requiring material judgments to be made. 

Dr. Jaedicke then called upon Mr. Causey to review the significant reserves 
included in Enron’s 2000 financial statements. Mr. Causey distributed a handout, 
a copy of which is filed with the records of the meeting, listing the reserves in the 
1998, 1999, and 2000 financial statements. He commented on reserves relating to 
Portland General Electric’s Trojan facility and Sullivan plant. He then discussed 
an Enron Nortii America reserve relating to a potential contract settlement, 
pruriency and credit reserves, and certain tax reserves related to years under audit. 

Mr, Causey then began a discussion of transactions with UM during 2000. 
He stated that the Company had established internal policies and procedures to 
deal with related party transactions such as LIM. He reviewed the Board 
established guidelines for transacting with UM and then began a discussion of the 
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Company’s compliance with the guidelines. He stated that, in response to the 
Board’s direction, the Company. had adopted the following procedures and 
controls: 1) an UM Deal Approval Sheet (“DASH”) was prepared for every 
transaction between the Company and LFM with approval required by a variety of 
senior-level Company professionals in the commercial, technical, and commercial 
support areas and 2) the DASH was supplemented by an UM Approval Process 
Checklist that tested for compliance with the Board’s directive for transacting with 
UM. He then stated that the Company had implemented supplemental efforts 
regarding transactions with UM including the following: 1) UM senior 
professionals do not ever negotiate on behalf of the Company, 2) Company 
professionals negotiating with UM report to senior Company professionals 
separate from Mr. Andrew S. Fastow, 3) numerous groups monitor compliance 
with procedures and controls and regularly update him and Mr. Buy, and 4) the 
Company regularly consults with internal and outside counsel regarding disclosure 
obligations. He then presented all of the transactions between the Company and 
UM during 2000, gave a brief description of each transaction, and noted the 
notional amount. He noted that the majority of the transactions were non-eamings 
related and were primarily related to deconsolidations, securitizations, or 
monetizations. 

Dr. Jaedicke then called upon Mr. Derrick to begin the report of legal 
matters disclosed in Enron's financial statements. Mr. Derrick reviewed the 
footnote in the Company’s financial statements regarding litigation and other 
contingencies and answered questions from the Committee relating to the 
disclosure items. 

Dr. Jaedicke called upon Mr. Causey to discuss the Company’s 2000 
financial statements. Mr. Causey stated that the 2000 financial statements would 
include a new segment. Broadband Services, reflecting the Company’s increased 
activities in this area. He then reviewed certain areas of disclosure relating to the 
Wholesale Services business segment and’ discussed the segment’s dependence oh 
the origination and compledon of transactions, some of which are individually 
significant and impacted by market conditions, the regulatory environment, and 
customer relationships. He then distributed updated pages to the financial 
statements on credit risk and recently issued accounting pronouncements, copies of 
which are filed with the records of the meeting, and commented on changes in the 
Company’s credit risk from the prior year. He then reviewed the disclosure 
regarding the impact of changes in accounting principles. Following a discussion, 
upon motion duly made by Dr. Gramm, seconded by Mr. Chan, and earned, the 
Committee approved for recommendation to the Board the proposed 2000 
financial statements to be included in Enron’s annual report and Form 10-K. 
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Dr. Jaedicke called upon Mr. Causey to discuss the Audit and Compliance 
Committee Report. Mr. Causey stated that the Securities and Exchange 
Commission (“SEC”) was now requiring a report from the Committee to be 
included in the Company’s proxy statement He reviewed the report and, 
following a discussion, upon motion duly made by Mr. Ferraz Pereira, seconded by 
Dr. Mendelsohn, and carried, the proposed Audit and Compliance Committee 
Report was approved 

Dr. Jaedicke then called upon Mr. Causey to discuss the revised Audit and 
Compliance Committee Charter (“Charter”). Mr. Causey stated that the Charter 
was required to be put in the proxy every three years. He stated that the only 
change to the Charter related to the area concerning the Committee’s review of the 
Company’s financial statements and included the addition of the following 
responsibility: “review with management the Company’s policies and practices for 
communications with analysts”. Following a discussion, upon motion duly made 
by Mr. Ferraz Pereira, seconded by Dr. Gramm, and carried, the proposed Charter 
was approved for recommendation to the Board. 

Dr. Jaedicke called upon Mr. Causey to begin the annual report on 
executive and director use of corporate aircraft. Mr. Causey reviewed the taxable 
value, flight hours, and direct cost for each officer who had utilized the Company’s 
aircraft during the year. 

Dr. Jaedicke then called upon Mr. Causey to discuss the 2001 Internal 
Control Audit Plan. Mr. Causey tegan with a review of the key business trends 
impacting the Company, including the significant growth in volumes and 
transactions, a rapid extension of the network model to new markets and locations, 
an aggressive movement to e-commerce platforms, a" growth in Enron Energy 
Services and Enron Broadband Services, increasing' investment in information 
systems develepment,- continued use of sophisticated portfolio and capital 
management practices, and the planned divestiture of various capital intensive 
assets. He then presented an overview of the Company’s business risk assessment 
and commented that there were no significant changes from the prior year. He 
displayed a chart of the key business risks, which included the major target 
activities, and noted that the Company and AA continued to expand their activities 
into the growth areas at the Company. He commented on the key changes from the 
prior year in all of the key business risk areas. 

He then reviewed the planned control work effort by business area and 
business unit for the year 2001, compared them to the years 1998 through 2000, 
and stated that the current year’s plan was fairly consistent with that of 2000. He 
then called upon Mr. Kilchrist to iscuss certain areas that would be emphasized in 
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2001. Mr. Kilchrist stated that one of the primaiy areas of emphasis in 2001 would 
be the Company’s systems. He noted that the core gas and power trading systems 
were being redesigned and there were new or expanded systems being developed 
for some of the Company’s newer businesses. He then commented on other basic 
controls that would be emphasized during 2001 and began a discussion of the 
shared assurance services. He noted that the Company would be working with AA 
on shared assurance services, stated that his group would be overseeing the 
internal audit process, and outlined the work that would be performed by AA and 
the Company. He noted that the Company had formed internal control committees 
in each of the business units to assist in the implementation of control and process 
assessment and improvement. 

Dr. Jaedicke then called upon Mr. Koenig to review the Company’s policies 
and practices for management’s communications with analysts. Mr. Koenig 
distributed a handout, a copy of which is filed with the records of the meeting, and 
began with a discussion of the Company’s Investor Relations group (“IR group”). 
He stated that the IR group had a high level of interaction and coordination with 
the Company’s business units, corporate accounting, public relations, finance, and 
legal to ensure that a consistent message was being delivered. He then reviewed 
the Company’s primary means of communicating with investors and stated that the 
SEC had recently implemented Regulation FD, which dealt with fair disclosure 
issues. He noted that this was the first attempt by the SEC to directly regulate 
communications between public companies and investors and that the regulation 
required that material developments or expectations must be communicated to all 
investors simultaneously and transparendy. He stated that the SEC’s single biggest 
area of concern regarded selective earnings guidance, and he reviewed the 
individuals that were and were not subject to Regulation FD. He noted that 
Regulation FD does not define materiality in regards to what is non-public material 
information, and he stated that common guidelines under case law precedents 
would likely apply. He then discussed items fliat would, likely be considere,d. 
material information, such as events including earnings information, merger and 
acquisition activity, new products or discoveries, changes in management, and 
changes in financial condition. He stated that there were no specific Regulation 
FD mandate-s but that the Regulation would be satisfied if “the method of public 
disclosure is reasonably designed to provide broad non-exclusionary distribution of 
the information to the public”. He then reviewed the potential impact of the 
Regulation on the IR group and their meetings and discussions with analysts and 
investors. 

Dr. Jaedicke then stated that the Credit and Market Risk Update, included 
• on the agenda, would be discussed in the Finance Committee meeting. 
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Dr. Jaedicke recessed the meeting at 3:15 p.m., C.S.T., on February 12, 
2001 and reconvened the meeting, in executive session, at 7:50 a.m., C.S.T., 
February 13, 2001 at the Enron Building in Houston, Texas. 

During the executive session the Committee unanimously approved 
recommending to the Board that AA be appointed the Company’s independent 
public accountants for 2001. 

There being no further business to come before the Committee, the meeting 
was adjourned at 8:00 a.m., C.S.T. 


APPROVED: 


Secretary 


Chairman 

MinutesUOOQ Minutes\121 l00A.doc 
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MINUTES 

MEETING OF THE FINANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
ENRON CORP. 

FEBRUARY 12, 2001 


Minutes of a meeting of the Finance Committee (“Committee”) of the 
Board of Directors of Enron Corp. (“Company"), noticed to begin at 4:00 p.m. 
C.S.T., but actually begun at 4:05 p.m., C.S.T.. at the Enron Building, Houston, 
Te.tas. 

The following Committee members were present constituting a quorum: 

Mr. Herbert S. Winokur, Ir., Chairman 

Mr. Robert A. Belfer 

Mr. Ronnie C. Chan 

Mr. Jerome J. Meyer 

Mr. Paulo V, Ferraz Pereira 

Mr. Frank Savage 

Mr. John A. Urquhan 

Committee member Norman P. Blake, Jr^was absent from the meeting. 
Directors Wendy L. Gramm, Ken L. Harrison, Kenneth L. Lay, John Mendelsohn, 
and Jeffrey K. Skilling, Messrs. William S. Bradford, Richard B. Buy, Richard A. 
Causey, Timothy A. DeSpain, Andrew S. Fastow, Ben F. Glisan. Jr„ David G. 
Gone, Mark E, Koenig, and Jordan H. Mintz, and Ms. Rebecca C, Carter, all of 
the Company or affiliates thereof, and Mr. Richard N. Foster, of McKinsey & 
Company. Inc., also attended the meeting. 

The Chairman, Mr. Winokur, presided at the meeting, and the Secretary, 
Ms. Carter, recorded the proceedings. 

Mr. Winokur called the meeting to order, noted that a draft of the minutes 
of the meeting of the Committee held on December 11, 2000 had been distributed 
to the Committee members, and called for any corrections or additions. There 
being none, upon motion duly made by Mr. Winokur, seconded by Mr, Meyer, 
and carried, the minutes of the meeting of the Committee held on December 11, 
2000 were approved as distributed. 

Mr. Winokur called upon Mr. Fastow to present the Chief Financial 
Officer’s report, a copy of which is filed with the records of the meeting. Mr. 
Fastow discussed the Company's current and projected key financial ratios. 
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including coverage and leverage ratios, and stated that the ratios were based on the 
current plan. He noted that during January the Contpatiy had purchased 
approximately one nsilHon shares of the Company's stock now .held in treasury. 
He presented a chart depicting the Company's interest rate exposure and noted the 
dollar amounts at fixed and at floating interest rates. He then reviewed the 
Company’s cost of capital, utilizing the CAPM Black Scholes valuation method, 
and discussed changes frem the last report to the Committee. 

Mr. Winokur changed the agenda to discuss _the Company’s transactions 
with U>! later in the meeting a,nd called upon Mr. Glisan for the Treasurer's 
repon, a copy of which is filed with the records of the meeting. Mr. Glisan 
reviewed the liquidity report as of January 29, 2001 and noted that the Company’s 
total liquidity was currently over $8,3 billion. He then reviewed the Company’s 
outstanding letters of credit and discussed the changes since year end. He 
presented the Company’s guarantee portfolio as of year end and noted that 
required guarantees continued to be higher than normal due to the significant 
increase in the volumes transacted by the Company. He then stated that there had 
not been any change in the Company's ratings by the rating agencies but noted 
that the Company was working on being upgraded to “positive outlook" by 
Standard & Poors. Mr. DeSpain joined him for a discussion of the zero coupon 
convertible debt security recently issued by the Company. 

Mr, Winokur called upon Mr. Buy to pretrnt the Chief Risk Officer's 
report, a copy of which is filed with the records of the meeting. Mr. Buy 
distributed a handout titled “Supplemental Schedules”, a copy of which is filed 
with the records of the meeting. He reviewed the Company’s major relationship 
credit e.xposures and all of the Company's trade credit exposures that were in 
excess of $50 million. He then discussed the Company’s internal rating of each 
company, the Company’s total exposure, and any collateral held by the Company. 
He noted that only three of the major reladonship credit exposures had a below 
investment grade rating. He then reviewed the cash and other collateral that the 
Company had received from or paid to its countetparties as of February 8, 2001. 
Mr. Skilling joined him for a lengthy discussion of the situation in the California 
energy markets and the effons by the Company to mitigate its credit exposure. 

Mr. Buy then began a discussion of the Company’s merchant portfolio and 
noted that there had been a significant increase in the Company’s gross and net 
credit exposure since the end of the third quarter 2000. He then moved to a 
'discussion of the Risk Assessment and Control (“RAC’’j group’s analysis of Enron 
Energy Services LLC (’’EES"). He noted that EES had made significant progress 
in continuing to develop projects and obtaining customer approvals and that EES_s 
project instailatioB phase was now ahead of the plan. He stated that the RAC 
group had completed an energy asset management verigeation project to evaluate 
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EES's acaial performance relative to its initial engineering estimates. He stated 
that the total net present value of ail projects was close to the original projected 
value but that the standard deviation was quite high. He noted that the RAC group 
had determined that the issues facing EES included a wide range of distribution of 
the energy efficiency of the outcomes and an increased need for a premeasuremem 
process to validate actual energy savings on individual projects. He reviewed the 
additional steps that were being undertaken by the RAC group to complete the 
analysis of EES's business and commented on the impact of the California energy 
crisis on the business efforts. He updated the Committee on the effons of the EES 
and RAC task force and Mr, Skilling joined him for a discussion of cenain recent 
management changes at EES. 

Mr, Buy then began the market risk update by discussing the profit or loss 
that each commodity group had earned during 2000 compared to the average 
Value at Risk (“VAR") it had aken. He then presented the same iaformaiion by 
business unit and specific commodity. He reviewed the V.AR limit utilization by“ 
commodity for each quarter of 2000 and gave an overview of the VAR 
backtesting. He then presented four stress scenarios that had been analyzed by the - 
RAC group and commented on the potential impact of each scenario on the 
Company's earnings, He noted that the potential impact of one of the scenarios 
had already been somewhat .•nitigated since the analysis was done. _ He iher. 
presented stress testing of the Company’s exposure under “worst case” scenanos 
of 5?t! and 25?c shifts in commodity prices, 

Mr, Buy then discussed the Company’s foreign exchange exposure by 
business unit and commented on the amounts that would be recorded in the 
Company’s currency translation account and income statement. He reviewed a 
sensitivity analysis comparing the Company’s foreign currency exposure in South 
America to that of all the other business units and provided an update on the status 
of the R.AC group’s overall foreign exchange project. He then began a discussion 
of the proposed changes to the Enron Corp. Risk Management Policy (“PoBcy"). 
He noted that the first change was to increase the aggregate VAR limit by $25 
million and Mr. Skilling joined him for a discussion of the reason for the purposed 
increase. Mr. Buy then stated that the remaining changes to the Policy related to 
the following areas: 1) inaeases to the net open position limit, maturity fgap limit, 
and/or VAR for certain existing commodity groups. 2) establishing permanent net 
open, position limits, mamrity/gap limits, and/or VAR Umits for certmn 
commodities cunently under the interim limit section of the Policy, 3) providing 
for notification of limit violations and loss notifications to the President and CEO 
{"CEO”) at the discretion of the Chief Risk Officer ("CRO”), rather than the 
existing structured reporting, 4) delegation to the CRO of the authority to allocate 
the discretionary VAR to facilitate a new market-driven allocation framework, 
rather than requiring both the CRO and the CEO to approve, 5) clarifying certain 
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aspects related to the CTOSs-comjnodity trading section of the Policy, and 6) 
specifying the operational control requiremem that ail trades executed over the 
telephone must be recorded electronically. Following a lengthy discussion, upon 
inctioa duly made by Mr. Ferraa Pereira, seconded by Mr. Chan, and carried, all 
of the proposed changes to the Policy with the extaption of items 3 and 4 above 
were approved for recommendation to the Board. 

Mr. Winokur then called upon Mr. Buy to discuss the proposed changes to 
the Transaction Approval Process (‘TAP’'). Mr. Buy stated that the proposed 
changes to the TAP were recommended to take into account certain 
reorganizattons at the Compa.ny and to add capital expenditures to the nsk 
adjusted capital 'aefinition to determine the' aggregate exposure in tra.nsactions. 
Following a discussion, upon motion duly made by Mr. Ferraz Pereira, seconded 
by Mr. L'rquhart. and earned, the proposed changes to the TAP as presented at the 
meeting were approved for recommendation to the Board. 

Mr. Winokur then called upon Mr. Gone to begin the Eli Lilly presentation. 
Mr, Gone noted that the Board had approved a transaction with Eli Lilly in 
Dccernbec of 2000 and stated that the Company was recommending adjustments to 
the deal structure to: 1) decrease the approved ene.-gy asset project capital, 2) add 
LLC capital and mobilization costs, and 3) add a lease component to finance 
capital replacement expenditures. He reviewed each of the recommended 
adjusiroen'ts and noted that it would not cause a significant increase in the nsks of 
the project. Following a discussion, upon motion duly made by Urquhart. 
seconded by .Mr. Savage, and carried, the proposed adjustments to the Eli Liliy 
project presented at the meeting were approved.for recommendation to the Board. 

Mr, Winokur then called upon Mr. Glisan to begin the Project Crane 
presentation. Mr. Giisan staled that when the Board initially approved Project 
Crane the resolution did not provide the Company the flexibility to close the 
transaction on balance sheet and that management was recommending an 
additional resolution to provide this flexibility. Following a discussion, upon 
motion duly made by Mr. Meyer, seconded by Mr. Urquhart, and carried, the 
modification to Project Crane as presented at the meeting was approved tor 
recommendation to the Board. 

Messrs Bradford, DeSpain, Glisan. Gorte, and Koenig and Direaors 
Gramm and Skilling left the meeting. 


Mr. 'Winokur called upon Messrs. Causey and Fastow to review tte 
Company's procedures regarding transactions with UM and the ^sactions 
completed in 2000. Mr. Fastow began with a discussion of the Company s 
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utilization of the LJM vehicles. Mr, Causey reviewed each of LJM's investments 
with the Company that were made during 2000. He categorized the investments 
into four areas, balance sheet, hedges, income statement, and other, and presented 
a brief description of each transaction and the notional dollar amount. He then 
reviewed the Company's internal policies and procedures that were in place to 
monitor transactions between the Company and LJM, stated that the items had 
also been discussed with the Audit and Compliance Committee, and commented 
that the process was working effectively. He also noted that the Company had 
implemented supplemental efforts to complement the Board-established guidelines 
regarding transactions between the Company and LJM. 


There- being no further business to come before the CommittK, the^meeting 
was adjourned at 5:45 p.m., C.S.T. 


APPROVJ 



Secreiary 
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MTN'UTES 

MEETING OF THE FINANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
ENRON CORF. 

OCTOBER 8, 2001 


Minutes of a meeting of the Finance Committee (“Committee’') of the 
Board of Directors of Enron Coip. (“Company"), held pursuant to due notice at 
4:30 p.m., C.D.T,, at the Enron Building in Houston, Texas. 

All of the Committee members were present as follows; 

Mr. Herbert S. Wiaoloir, Jr., Chairman 
Mr. Robert A. Belfer 
Mr. Norman P. Blake, Ir. 

Mr. Ronnie C. Chan 
Mr. Paulo V. Ferraz Pereira 
Mr. Frank Savage 

Directors John H. Duncan, Kenneth L. Lay, and Charles A. LeMaistre, 
Messrs. William S. Bradford, Richard B. Buy, Richard A. Causey, Timothy A. 
DeSpain, Andrew^S. Fastow, Mark A. Frevert, Beo L.~GIisan, David B. Gorte, 
Mark E. Koenig, David R. Port, and L. Greg Whahey, and Ms. Paula H. Rieker, 
all of the Company or affiliates, thereof, also attended the meeting. Mr. Richard N. 
Foster, of McKinsey & Company, Inc., joined the meeting in progress as noted 
below. 


The Chairman, Mr. Winokur, presided at the meeting, and the Secretary, 
Ms. Rieker, recorded the proceedings. 

Mr. Winokur called the meeting to order, noted that a draft of the minutes 
of the meeting of the Committee held on August 13, 2001 had been distributed to 
the Committee members, and called for any corrections or additions. There being 
none, upon motion duly made by Mr. Blake, seconded by Mr. Chan, and carried, ^ 
the minutes of the meeting of the Committee held on August 13, 2001 were 
approved as distributed. 

Mr. Foster joined the meeting. 

Mr. Winokur called upon Mr. Fastow to present the Chief Financial 
Officer's report, a copy of which is filed with the records of the meeting. Mr. 
Fastow summarized recent activity for total return swaps and stock repurchases^ 
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md rsviewed the Company’s total interest rate exposure, including the mLx 
tetween fixed and floating interest rates. He then reviewed the financial liquidity 
)f the Company, noting that the liquidity risk ratio of the Company as of 
ieptember 26, 2001, was significantly aHov'e the minimum ratio required by the 
3oard and that the ratio had decreased since that date but still remained well above 
3oard limits. He indicated that the_ratio still resulted in adequate liquidity 
rovcrage when tested for very negative market events. Mr. Winokut emphasized- 
iie importance of adequate liquidity and suggested continued analysis and 
jcenaiio testing. Mr. Fastow then discussed other asset monetizations, including 
certain transactions with similar characteristics to debt financing, and noted the 
importance of maintaining valuations for the assets at least equal to the 
monetizarioH- values. He also summarized the asset divestiture plan of the 
Company, which, upon completion at the end of 2002, was expected to yield S4.7 
billion of debt reduction and to have a minimal impact on the earnings of the 
Company. 

- Mr. Winokur called upon Mr. Glisan to report on certain restructuring 
iniriadves. Mr. Glisan provided an update on the Dabhol power plant tn India, .k 
discussion ensued regarding the status of the resolution of disputes related to the 
plant _He also described the economics of a structure named Raptor and reported 
on the recent termination of RapTor and associated financial impacts to the 
C any, including a $1,000,000,000 reduction to shareholder equity and an 
apptoximate $800,000,000- reduction to expected third quarter 2001 earnings. Ke 
attributed the earnings reduction to a lack of credit capacity of Raptor to absorb 
losses associated with the Company’s investment in The New Power Company. 
He also provided an update on the- Whitewing structure, indicating that the 
stmeture included S2.4 billion of assets and that bonds related to the stru^re 
would require funding in September of 2002. He then commented on the struemre 
related to the Company’s ownership of Azurix Coip. 

Mr. Wmokur called upon Mr. Glisan to present the Treas’crer Report, a. 
copy of which is filed with the records of the meeting. Mr. Glisan reviewed the 
Company's active letters of credit and discussed the increased levels since year- 
end.' He presented the Company’s guarantee portfolio as of August 31, 2001 and 
noted an increase in the total guarantees since year-end. He then presented the^ 
liquidity forecast, commenting on the sources and uses of funds expected by year- 
end, the Company’s fiinding activity following the terrorist events on September 
11, 2001, financings expected during the remainder of the year, a.ud the generally 
difficult environment in the capiul markets. He presented the Company's 'xey 
financial ratios, noting that the Company was on target to meet the year-end goals. 
He then discussed the Company's ratings by the rating agencies, commenting on 
the stable outlook for the Comp&y at each of the agencies. H^ further 
commented that a negative watch was the likely worst ratings outcome for the 
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Company if general economic finds deteriorated further. He provided an update 
on die cash impact of the Company’s working capital, investing activities, and 
asset sales initiatives. He reviewed the overall c^t of capital to the Company and 
provided an update on current costs of new financings for Enron and other peer 
energy companies. Mr. Winokur emphasi2»3 the importance of diligently 
executing straightforward financings in the maricetplace. 

Messrs. Frevert, LeMaistre, Savage, and Whalley left the meeting, 

Mr. Winokur called upon Mr. Buy to present the Chief Risk Officer’s 
report, a copy of which is filed with the records of the meeting. Mr. Buy reviewed 
the respective roles of the Audit and Compfiance Committee and the finance 
Cormnittee in monitoring the Risk Management Policy (“Policy”) of the Company 
and in reviewing transactions previously approved. He reported on the 
implementation of the new Policy and related reporting. He also provided an 
update on the trade credit portfolio of the Company, noting that there were no 
significant changes from the prior report dated June 30, 200 1, He indicated that 
the level of credit exposure related to the Company’s largest counterparty 
continued as an area of concern. He then reported on the collateral activity of the 
Company, indicating that the level of collateral provided to counterparries had 
reduced from prior levels due lo lower commodity prices and that collateral 
activity in the third quarer had resulted in n et ca sh inflows to the Com pan y. 

Mr. Savage joined the. meeting. 

Mr. Koenig indicated that the deposits had recently become the single 
largest item, in the Company’s cash flow statement and that investors expected die 
Company to achieve strong cash flow from operations, excluding the deposit 
activity. Mr. Buy then commented oo receivables owed to the Company by 
Pacific Gas & Electric and on the expected impact to the Company’s retail credit 
portfolio of recent economic trends. 

Mr. Winokur called upon Mr. Buy to review the Market Risk Update for 
the Company, a copy of which is filed widi the records of the meeting. He 
reported on the Company’s potential capital expenditures relating to transactions * 
currently under review, indicating total potential outflows of cash, of 
approximately S2.5 billion and a probability adjusted level of S877 million of 
outflows. He reported that these potentiai outflows should be significantly offset 
by cash inflows, resulting in S1.5 billion of net outflows and S350 million of 
outflows on a probability adjusted basis. Mr. Winokur requested a routine update 
to the information, sorted by the level of risk associated with the proposed 
expenditures. Mr. Buy then, reviewed a risk profile report, indicating that the 
report format followed the Policy framework and reflected the Company’s risk 
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management approach. He reviewed summaries of profit and loss and average 
Value-at-Rislc (“VAR") of the Company’s wholesale businesses by both market 
concentration and major business units. He discussed rewms on average VaR by 
commodity group by both market concentration and major business units^ A 
discussion ensued on the returns experienced by different units, reasonable return 
expectations in the current environment, and management's assessment of certain 
business units. Mr. Buy also reviewed the backtesting p_erfQnned on the aggregate 
VAR of the Company, a quarterly comparison of the utilization of the VAR limits, 
and analyses of various scenarios and related potential losses, which fell within 
acceptable ranges. 

A. discussion ensued regarding" certain new markets entered by the 
Company and the respective competitive advantages of the Company and 
acceptable risk management approaches in the new markets. 

Mr. Buy then reviewed a liquidity risk ratio analysis, indicating it 
represented the amount of cash available or committed to the Company relative to 
the future cash requirements of the Company’s trading portfolio. He also 
discussed-the Company’s foreign exchange exposure related to Brazilian currency, 
citing an increase in the .cumulative translation adjustment balances of the 
Company. He then rsviewed.implementation ofjrocedures to perform on-going 
reviews of transactions. He also recommended amendments to the Policy, noting 
that no chas^to the aggregate VAR limits were being requested. Following a 
discussion, upon motion duly made by Mr. Blake, seconded by Mr. Ferraz Pereira, 
and carried, the proposed amendments to the- Policy were approved for 
recommendation to the Board. — 

Following a discussion, upon motion duly made by Mr._Bc!fer, seconded by 
Mr. Duncan, and carried, the Committee approved to defer the discussion of 
Project Southwood to the Board meeting. 

"There being no further business to come betore the Committee, the meeting 
was adjourned at 6:20 p.m. C.D.T. 


APPROVED: 


Secretary 


Chaiiman 
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EXCERPT FROM OCTOBER 8, 2001 
AUDIT AMD COMPLIANCE COMMITTEE MEETING 


Dr. Jaedicke called the meeting to order, noted that a draft of the minutes of 
the meeting of the Committee held on August 13, 2001 had been diitnbuted to 
members of the Conunittee, and called for comments, additions, or corrections. 
There being none, upon motion duly made by Mr. Ferraz Pereira, seconded by Dr. 
Mendelsohn, and carried, the minutes of the meeting of the Committee held on 
August 13, 2001 were approved as distributed. 

Dr. Jaedicke called upon Mr. Causey to discuss the Company’s earnings 
results for the third quarter of 2001, Mr. Causey provided a report on the expected 
earnings results, a copy of which is included in the records of the meeting. He 
reviewed potential non-recurring earnings items, including items related to 
impairments of assets planned for sale by Azurix Corp., to the restruchiring of the 
Company’s broadband business, and to losses associated with certain investments 
by the Company. Ho described the investments contributing to the potential losses 
and the economics and accounting of certain financial arrangements used 
primarily to hedge certain investments. Mr. Duncan reported that recent reviews 
confirmed the prior confidence of AA in the accounting for the investments and 
jhe financial arrangements. Mr. Causey then reviewed the expected recurring 
earnings for the third quarter for each of the new proposed business segments. He 
also reviewed the quarterly balances of the financial reserves of the Company, 
including comparative quarterly balances since the end of the last fiscal year. A 
discussion ensued regardingthe components of the reserve balances. 

Dr. Jaedicke called upon Mr. Duncan to provide AA's presentation, Mr, 
Duncan indicated that AA had performed a substantial review of the potential non- 
recurring items in the quarter previously discussed by Mr. Causey. He indicated 
that he and Mr. Causey would schedule a conference call with Dr. Jaedicke if 
additional issues surfaced as a result of the completion of the audit work during 
the following week, and he reported he was not currently aware of additional 
issues. 


Mr. Causey provided a report on the expected impact on the Company of 
the Statement of Financial Accounting Standards No. 142 on Goodwill and Other 
Intangible Assets (“Standards”), a copy of which is included in the records of the 
meeting. He reported that the Company expected to adopt the Standards in the 
first quarter of 2002 and to disclose the expected impact by the time of the filing 
of the Company’s third quarter financial statements with the Securities and 
Exchange Commission. He detailed components of the Company’s total $5.8 
billion of goodwill, including consolidated and unconsolidated goodwill He also 
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EXCERPT FROM OCTOBERS, 2001 
AUDIT AXD COMPLIANCE COMMITTEE MEETING 


Dr. Jaedicke called the meeting to order, noted that a draft of the miflutes of 
the meeting of the Cominittee held on August 13, 2001 had been diaribated to 
members of the Committee, and called for .comments, additions, or corrections. 
There being none, upon modon duly made by Mr. Ferraz Pereira, seconded by Dr. 
Mendelsohn, and carried, the minutes of the meeting of the Committee held on 
August 13, 200! were approved as distributed. 

Dr. Jaedicke called upon Mr. Causey to discuss the Company’s earnings 
results for the third quarter of 2001. Mr. Causey provided a report on the expected 
earnings results, a copy of which is included in the records of the meeting. He 
reviewed potential non-recurring earnings items, including items related to 
impairments of assets planned fcr sale by Azurix Corp., to the restructuring of the 
Company’s broadband business, and to losses associated with certain investments 
by the Company. Ho described *e investments contributing to the potential losses 
and the economics and accounting of certain financial arrangements used 
primarily to hedge certain investments. Mr. Duncan repotted that recent reviews 
confirmed the prior confidence of AA in the accounting for the investments and 
Jhe financial arrangements. Mr. Causey then reviewed the expected recurring 
earnings for the third quarter for each of the new proposed business segments. He 
also reviewed the quarterly balances of the financial reserves of the Company, 
including comparative quarterly balances since the end of the last fiscal year. A 
discussion ensued regardingthe components of the reserve balances. 

Dr, Jaedicke called upon Mr, Duncan to provide AA’s presentation. Mr. 
Duncan indicated that AA had performed a substantial review of the potential non- 
recurring items in the quarter previously discussed by Mr. Causey. He indicated 
that he and Mr. Causey would schedule a conference call with Dr. Jaedicke if 
additional issues surfaced as a result of the completion of the audit work during 
the following week, and he repotted he was not currently aware of additional 
issues. 

Mr. Causey provided a report on the expected impact on the Company of 
the Statement of Financial Accounting Standards No. 142 on Goodwill and Other 
Intangible Assets (“Standards”), a copy of which is included in the records of the 
meeting. He reported that the Company expected to adopt the Standards in the 
fust quarter of 2002 and to disclose the expected impact by the time of the filing 
of the Company's third quarter financial statements with the Securities and 
Exchange Commission. He detailed components of the Company’s total S5.8 
billion of goodwill, including consolidated and unconsolidated goodwill. He also 
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DKAFT 

MJUNUTES 

MEETING OF THE AUDIT AND COMPLIANCE COMMITTEE 
OF THE BOARD OF DIRECTORS 
ENROiN CORP. 

NOVEMBER 2, 2001 

Minutes of a meeting of tlie Audit ajid Compliance Committee 
("Committee") of the Board of Directors of Enron Corp. ("Company"), held 
pursuant to due notice at 9:00 p.m,, C.S.T., on November 2, 2001 at the Enron 
Building, in Houston, Texas. 

The following Directors were present, constituting a quorum, either in 
person or by telephone conference connection whereby each of the participants 
could hear the comments and discussions by the other participants and join in the 
discussions, as follows:: 

Dr. Robert K. Jaedicke, Chairman 

Mr. Ronnie C. Chan 

Dr. Wendy L. Gramm 

Dr. John Mendelsohn 

Mr. Paulo V. Fetraz Pereira 

Lord John Wakeham 

Directors Robert A. Betfer, Kenneth L. Lay, and Charles A. LeMaistre also 
attended the meeting. Messrs, Richard .A. Causey and James V. Derrick, Jr. and 
Ms. Paula H. Rieker, all of the Company, and Messrs. David B, Duncan, Jolm M. 
Riley, and D. Stephen Goddard, both of Arthur Andersen LLP (“AA”), also 
attended the meeting. Director John H. Duncan joined the meeting in progress as 
noted below. 

The Chairman, Dr. Jaedicke, presided at the meeting, and the Secretary, 
Ms, Rieker, recorded the proceedings. 

Dr. Jaedicke called upon Mr. Causey to provide a report on certain matters 
summarized in an outline provided by AA a copy of which is included in the 
records of the meeting. Mr. Causey provided an update on preparation by the 
Company of responses to the informal inquiry by the Securities and Exchange 
Commission (“SEC”). Mr. Causey reported that the Company was working with 
the law firm retained by ±e Special Committee to the Board, Wilmer, Cutler & 
Pickering (“WC&P”), to gather detailed financial information and to draft 
summaries of transactions referenced in the SEC inquiry. He stated that 
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introductory discussions iiad taken place with Delloite & Touche, the independent 
accounting firm retained by WC&P. 

Mr. Causey also pro^vided an update on financial reporting matters of the 
Company. He stated that, although previously reviewed and deemed to be 
knmaterial to tlie financial condition of the Company, AA had recently advised 
that the Company should restate the $1.2 billion increase in equity previously 
recognized related to certain of the Company’s contingent equity obligations by 
netting the increase with an associated note receivable, resulting in significant 
reductions to shareholder equity for each of the quarterly periods subsequent to 
and including year-end 2000. Mr. Lay stated that the adjustment would likely 
have had a significantly less impact on the market value of the Company if 
originally taken in the periods now required to be restated. 

Mr. Duncan joined the meeting. 

Mr. Causey reported on new facts recently learned pertaining to a special 
purpose entity ("SPE") named Chewco. He indicated that, due to the sources of 
Chewco’s equity contribution, Chewco was likely to be deemed to have 
insufficient equity to qualify for deconsolidadon to the financial statements of the 
Company. He further indicated that Chewco had purchased a portion of the equity 
in Whitewing, another SPE reported as a deconsolidated entity of the Company, 
and that Whitewing may have invested in other deconsolidated structures, which 
may also be adversely impacted if Chewco was not deemed to be an entity 
qualifying for deconsolidation. A discussion ensued on tlie respective 
responsibilities of the Company and AA in validating the initial equity 
contributions of Chewco, the impact to the Company of potentially consolidating 
the structures, and die process and resources cuirently deployed by the Company 
and AA to develop and review the facts to resolve the outstanding issues, 

Mr. Causey then advised the Committee that .AA had made an error in 
accounting judgment previously provided to the Company related to a transaction 
executed in 1999 with LJMI, a partnership managed by a party related to the 
Company. He indicated that AA had recently determined that a subsidiary of LJM 
did not have adequate equity to support the obligations of the transaction and now 
strongly believed that the transactions should be reviewed for restatement. A 
discussion ensued on reliance by the Company on the prior judgment of AA 
regarding the transaction, the significant time lapse since the initial judgment, and 
the potential impact of the changed judgment on the schedule for filing the third 
quarter Form lOQ with the SEC. 

Mr. Dimcan then reviewed AA’s work plan related to reviews of the 
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Company’s financial statements, including preparation of responses to the SEC 
inquiiy, completion of opinions required for the Company to close new revching 
credit facilities for Northern Natural Gas Company and Transwestem Pipeline 
Company, additional reviews of SPE’s planned for the third quarter audit, 
continuance of work on the annual audit and review of the Company’s financial 
liquidity and capitalization. Mr. Goddard conunented on an article expected in die 
next day’s edition of The Wall Street Journal regarding AA. 

A discussion ensued regarding the importance of regular commimications 
between management. AA, and the Committee, in providing adequate time to 
properly review the Form lOQ for the third quarter, and in responding fully to the 
SEC inquiry. 

There being no further business to come before the Committee, the meeting 
was adjourned at 9:40 p.m., C.S.T. 


Secretary 


APPROVED: 


Chairman 

I;\CS-Rie!cet^a Minuies'2001 JwIitiutesMOOSOla.doc 
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P^CmTERHOUsE(mPERS i 


?'iCc'>’»(e.'Sous«Coooer5 (.1’ 
; I 77 A^enyg at ;h» Aoj-^ci; 
.•;«»» York NY IOOjS 
TsisaAon' ’.Zi 1; Zia aOC-j 
( 1 1 2) 35i 5 5° liZ 


Augiisc 17, t999 


Mr. 3sr> F. GUsan, J:. 

Vice Presidcac 

Enron Capical Maj-.assmcnc 

UOO Srraih Seres; 

Houston, Te^ias 75002-7369 


Dea: Mr, Glisan. 

You have reques:ec cur opin ior.'(ehi “Opinion") as eo (ha fairness fro— a financial coin: 
of view cf :ha consicerahon racaived by Enron Corp. (“Srvon.'' or “(Ha Co -pan;/’’) in ;ha 
iransaciion affaciiv* as of June 30, 1999 batwean cha Cofupany and LjM Cayman, L.?. 
(“L/M'' or “Counterparty'') and LJM's subslclar/. LJM S'-vaeSub. L-?. ( 'pwao 
The transaction described above is referred to herein as the “Tra.-sacticr.." Tha 
Transaction Documents (as detailed herein) beewe^n the Company. L/M, and Swap Sub, 
sat forth the principal terrr^s of the Transaction. The Trar.sactior. Docurr.ents provide, 
among ciher things, that the Company receivjd; 


\ !. A 'T'ii I L imic^d R.ecourse Promissory Note, which is due on September 

30,1999; 

2. A. fiva yea: Bermudan put option on approximata-y 5.^ rr.iiUon shares of 
' PdtythuT.s NatCorunectioAS Inc. stock; and 

s 3. A restricted stock agreement which fully restricts LJiv( and its subsidiar--, 

'' Swap Sub, from selling 3.378 m.illior. cf the Company's shares for a period of 
four years, with two excepcioris; 

a) S3. 7 rrdiiion of these shares are not restricted and will be Ucuidatad by 
LjM on or seen aner -the Trar.sactior. dace, and tha proceeds w-.ll be 
-trar.sfarred co Swap Sub. 

b) S5C million of the shares may be liquidatac by LjM to satisfy the lca.n 
cover.a.nts cf a third pa.ty cab-: obligation or co pay cash taxes. 
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Mr Ben F. Glisan, jf. 
August 17. 1999. 
PagelofS 


Enron received che orecgdl ng chree items as cons-dera-'ton ion 3.j78 rr.tllion. sharssof 
Enron cocnmon scqcK, wntcn is pubUcly leaded with a vaiue of SS0.50 per share as of che 
Transaccion Dace opening of the NYSE on June 30. 1999. ^ 


1. coscnectlGn with oar ootnion, we have: 


(a) considered che following Documents provided by the Company: 


1 . Amendmencs co Transaccion Documents (Draft dated July 19, 1 999); 

2. A.menced and Restated Agreement of Liaiicd Partnership (Draf: dated J'ane 
30, 1999); 

3. Transfer restriction agreement (Draft dated June 30. 1999); 

Limited Recourse Promissory Note agreement (Draft dated June 30, 1999); 

5. Amendment co Forward Contracts (Four Dran agreements dated June 30, 

1999); 

6. Securiev A«^r=emen( among LJM Swap Sub. L ?.. Enron Corporacion. and 
Chase Sard; ofTexas (Dean dated June 29. 1999); 

7.. Presentation co Enron’s ooacd of Directors (Dated June 2S. 1999); 

S. 'Memo from Vmson 5: Elkins LL? (Draft dated June 23, 1559); 

9. Put Opcian A.gree.T>er.c(Slfn«c and dated June 21. 1999), 

'lO. Summary of Principal Terms (Draft dated June ;5,1999); 

1 1 . Description of Transaction (Dra-h dated June 1 5. 1995); 

12. Conarma-ions of Original Forward Contracts (Signed arc dated March 23. 
l59Sa.nd April 25. 1996); and 

13. Description of Soft value created 'oyfra-vsaccion (Draft with no cate). 


Cb) 

(=) 

(c) 


considered certain financial and other info— acion relating to t’r.e Company and 
me Counteroarty that was publicly available or furnished to us by the Company 
and the Counterparty; \ 


ms; with members of the Company s Manage. .isn: :o 
details of the transaction.; 

considered certain finar.cial data of me Company and 
corr.^aned that ca;a with simitar data lor om.er publicy 
businesses similar to those or the Company; - 



(e) considered such ocher iniomiacion. financial studies, analys-s and invescigatiom 
and financial, ecc-nom.ic and market criteria as we deemed celevan; and 
aoproodate for purposes o; tnis opinion; 
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M: oin F. GliS^n, Jr 
August 17, 1999 
Page ] or5 

(0 determined a volatility range for Rhythxns NetCoiinecdoas Inc. stock by 
examining: 

■ cbie implied volatility based on the price of newly issued publicly available 
nine month put options on Rhythms NetConnections inc. stock 

• the observed volatility of comparable companies 

• the histoncal volatility of Rhythms NetConnections [nc. stock 

{^) determined a range of appropriate discounts to apply to the put option on 
NetConnections Inc. stock due to the credit risk of Swan Sub. 

(h) determined a range of appropriate restricted stock discounts tc apply to the 3.378 
mlllion.Hrb-on shares transferred from Enron to UM based on: 

• Market transactions involving restricted stock 

• statements made by investment banks regarding the dlscou.v. they woulc 
require to purchase the restricted stock 

' quar’.tlcative analysis of both (he appropriate discount and the theoretical 
maximum discount 

• discussiccs with the Securities and Exchange Commission (“SEC”) regarding 
the ability to hedge a restricted stock posicicr. 

(i) reviewed the indications of valid business reasons for the ti'ansaction 

• reviewed equity reports to understanc -rron's r.istory, custness strategy 
and f.nancial structure 

• reviewed credit agency reports co understanc how ;r.e agencies assign a credit 

ra-tir.g to Enron's long term debt 

• reviewed the ramificavions of this transaction in terms of; 


results 


1) liquidity of merchant assets 

2) funds flov^ 

3) debt capacity 

of the analysis are summarized as toUews: 


Value of Er-'on shares :rar.sferred to UM 
Value of ccr.slderacion received front LJM 


5170-2223 million 
J 1 64 - S204 m.tUion 


I; should be noted chat ou: opinion ;s based on prevailing ■: 

shaTe price irHrrnar.ttTr.-^d-rr^'ke r r-d min e r c: 

existi.nt on June 30,1999, and our cpinior. does no: repress 
Lhe consideration following consummation of the i ransacti 
value of the consideration cculd oe ntgner c. lower .i.*.. ...• 


rest rates, dividend ra^u^, 
distances and conditions 

our view as cTche value of 
. Such subsequent acrual 
ated above depending upon 
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Mr. Ben F. Glisan, Jr. 

,\cgu3i 1 7, 1 999 
Page 4 of 5 

changes in factors such as interest rates, Qivjdend rates, market concit:oas, seacra! 
econo.Tac concicicr.s and ocher factors which, gtaerally infiuincs che or^.ce cf securities. 

valuation of securities is oftiy an approxifnation, subject to uncertainties ar.d 
contingencies, all of which are difficult to predict and beyond the control of our Firm. 

The opinions e^:pr^ssed herein are subject to the following aGditiona- cualltications zr.i 
limitations: 

(i) [n arriving at ourooinion, we have relied upon and assumed, wichouc irLdeoen.der.c 
v tfiftcation, the accuracy and co.mpleteness of all financial and other inforxacio.i 
chat was publicly available or furnished to os by the Company. 

(ii) We have no; made an independent evaluation or appraisal of the assets of the 
CofTiOany, nor have we been furnished with any such appraisals. We have not 
been requested to, and did not. solicit third paay indications of interest in 
acquiring all or any part of the Company. 

(iii) Our ‘services with respect to the iransaction do not constitute, .nor should they be 
construed to constitute iin any way. a review or audit o: or any other procedures 
wich respect to ar.y financial information nor should such serv;:es be relied upon 
by any person to disclose weaknesses in ;mernal controls or financial statement 
errors or irregularities. 

(iv) Our opinion does not address, and should no; be construed to address, either the 
unceriyir.g business decision to effect the Transaction or whether the 
conside.-ation to be received by the siockholde.'s ir. the T-ransacf.cr. represents the 
highest price obtainable. We express no view as to the federal, state o: local tax 
conseo^ip.ces of the Transaction. 

(v) Our opir\ion is based on business, economic, marketand other cunvd/.'ons as they 
exls; as o: the date hereof or as of the date of the information provided to us. 

(vi) This opinion is effective as of the date hereof. We have no obilgation to update 
the opinion unless requested by you in writing to do so a-.d expressly disclaim any 
responsibility to do so in the absence of any such request. 

(vi;) '^e relied on various facts represented to us by Ccmpar.y management which are 

outlined in the Representation lent: dated August lo.-l999. 

Based upon and subject to the foregoing, it is our opinion that, as o: the date hereof, the 
consideration received by the Company is fair from a finaacial point o: view. 


AASCGA1949.5 



524 


i^lr. Ben F. Glisao, Jr. 

August 17, 1999 
Page 5 of 5 

We will receive a fee as compensation for our sern-'ices in rendering th.s opinio; 
istter is for the infermatien of Enron’s Board of Direccors and -Niar.agemen: in < 
wirh the Transaction described herein. This opinion may not be quoted or refec 
wKole or in part, filed wich. or furnished or disclosed to any oche: parry, or usee 
Other purpose, '.'-'chouc our prior '•vriuen consent. 


Very iruly youcs. 


it? 




PricewaterhouseCoopers i 
By; Steven S. Stampf 



i for any 
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LJMI CO-INVESTMENT, L.P. 


SUPPLEMENT NL^tBER ONE TO PRIVATE PLACEMENT 
MEMORANDUIVI 

December 15, 1999 


This Supplement Number One (th is ‘3’w7/7/e/7ren/') supplements the Private Placement Nfemorandum 
dated as of October |j. 1999 (the Private Placement Memorandum”) which described an investment in 
LJM2 Co-Investment. L.P. (the "Partnership”). This Supplement describes cenain changes in the terms and 
conditions related to the Paanership from those described in the Private Placement Memorandum. 

This Supplement Is intended to summarize certain provisions of the Partnership’s Agreement of 
Limited Pannership {ihe" Partnership Agreemem'') ^t\d the related agreements referred to herein, does not 
purport to be complete, and is qualitled in itsentirety by reference to such Partnership Agreement and related 
agreements. 

Please refer to the Private Placement Memorandum for the definition of any capitalized terms not 
defined herein. 

I. Update to E.tecutive Summary 

Mr. Ben Glisan, Jr. no longer serves as a Principal on the management team of the Pannership. Mr. 
Ciisan will retain his position of Vice President at Enron’s Global Markets Equity Group and will continue 
to provide investment advice for the Partnership in that capacity. 

II. Initial Investments 

Commencing at or about the time of the initial closing of the Partnership, dieTa.cnershi'p expects 
to make investments totaling approximately S93 million in the following Persons (collectively, the “/n/rfe/ 
Invescments”): 

Nowa Sarryna: The Partnership will invest approximately S30 million to acquire an 

indirect 75% equity interest in the Nowa Sarzyna facility, a gas-fired heat 
and power station located within a state-owned chemical comple.x in 
Poland, from Enron Europe. Electric power will be sold to the state-owned 
Polish Grid Company under a 20-year contract with prices indexed to the 
U.S. Dollar every six months. Approximately 90% of the facility’s steam 
capacity will be sold to the on-site chemical company under a 20-year 
contract. The state-owned Polish Oil and Gas Company will supply fuel 

I:'CORPORAT\L/Mi\F!UnJVPP.Vt'Supp)emenUZZO-WPD 
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.rVKinUK 

Andersen 


To: The Files 

From: Dave Duncan 

Deb Cash 
Patty Gnitzmacher 
Jennifer Stevenson 

Date: December 31, 1999 

Subject ■ LJMn Partnership Structure 


Background 

We were informed by a senior officer of Enron (CFO) that he saw a unique opportunity to match various 
capital providers wanting to diversify into sectors in which he had exp*erience with needs Enron and 
other companies like Enron had for high degrees of third parly equity capital. In effect he wanted to 
form Ids own private equity fund similar to others he had observed in the nvirket place which made 
sizable private invesUnenls and whose participants uvluded sophisticated investors. He had explored 
this notion with other members of Enron's upper marugement who indicated a willingness for him to 
develop this idea. He further indicated that both he and they hoped that he could arcooiplish this and 
remain with the Company. While he and the Company planned to «>nsider and address the obvious 
Corporate Governance and Fidudaiy responsibility issues, wo were asked by ho and other members of 
Enron management to review the entity it was developed to determine whether necessary features 
existed which would enable Enron to do transactions with the entity that wutdd result in third parly 
accounting recognition. Oi» deliberations with respect to such cnbty arc described below. 

Structure “ 

On December 20, 1999, a private inveslmenl coaipany, LJMII Co-Iiweslutenl LrP. ("LJMII") was created 
for the purpose of acquiring or investing in primarily energy-related, or communications-related 
businesses or activities. 

LJMII was capitalized at formation with $55 million of equity and $63 million of debt capital. As 
indicated in the attached diagram (Diagram 1), the equity holders are comprised tif a senior officer of 
Enron (2% ownership and General Partner) and various third party investors (989i ownership). The 
composition of the 98% third party investor ownership, which were 51 entities in total, arc as follows: 
Financial Institutions (37%), Pension Funds (22%), independents (19%), Insurance Co. (1D%), Other 
funds (8%) and Foundatiorw (4%). A portion of the debt was provided by an entity that is wholly 
owned by a joint venture in whidh Enron is a co-owner, and Ite remaining debt was provided by a third 
party bank. 

•Since LJMII planned- to transact at least initially with Enron, we delemuned that we should view LJMII 
as an Enron sponsored SPH. Wo informed Enron that, at some point, wo might reconsider our view of 
LJMII as an SPE and that such reconsideration would be based on the numbW of third party transactions 
and the size of those transactions to the operations of the entity as a whole. Since we considered UMIl 
to be an SPE we informed Enron and LJMII that we would subject LJMII to the capital and control tests 
set forth in EITF 90-15 and Topic D-14 before any transactions between the two entities could be given 
accounting rficognilion for Enron. Addiliomlly. btH'duse of the signiTiranl senior offii'er involvement we 
needed to determine that 1) the senior officer did not contn,»I the partnership and 2) certain criteria 
existed to provide assurance that all transactions executed between Enron and LJMII involved the input 
of the outside inve.stors to preclude the appearance of self dealing. 


Issues 

atVyitotjataTaptor finariJmliip<3].doc 
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Date: December 31, 1999 

Subjech LjMlI Partnership Structure 


certain disclosures \s-ill be required. We informed the cHenl that the existence of LJMU will need to be 
disclosed, indudiriR the related party that serves as the GP of the partnership, as well as the piirpose of 
the entity. The nature of transactions executed with Enron and Enron affiliates must alst‘ be disclosed as 
weU a.s any as.s*x-iated f^aiiw or ios-ses. We will review the filiiifjs and other wsuanres of finanrial 
statements to ensure all appropriate disclosure requirements are met. 


Conclusion 

We concurred with Enron that the necessary capitalization and cwtrol features had been met for 
nonrnnsoUdation of LJMU and that rwoj^tion could be given to transartiniw with LJMU as a third 
party, 

We informed'manageinent that this conclusion would need to be reviewed as transactions occurred and 
that we would need to address the audit evideiKe we would require (particularly with respect to the 
valuation of transactions between the two entities) on a case-by-case basis as they cx’curred. 

We discussed these issues with Carl Bass and John Stewart of the Professional Standards Group, who 
concurred wth our conclusions. We also reviewed the formation of this entity and our conclusions with 
Mike Odon^ Practice Director, Bill Swanson, ABA Head, and Mike Lowihcr, concurring partner. 

Additional Note 

In addition to the technical accoimting issues, we also considered Enron corporate governance issues 
related to these transactions. We discussed with Enron management (other than the senior officer 
involved) their plarmed activities to ensure such issues had bwn considered. We determined that Enron 
was receiving advice from internal aitd external counsel regarding the acceptability of the transactions 
and planned-to disclose the formation of the entity and any contemplated transactions between the 
entity and Enron with the Finance Coinmillee of the Board of Directors of Enron prior to their 
completion. In connection with our procedures, we confirmed that all of the above occurred. We also 
onsurod that tho Audit Committee was made aware of the entity and related traiv>action.s. 
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Date: December 31, 1999 

Subject: LJMII Partrership Structure 


1. Is the orunimiun SPE capitalization requirement met to support nonconsolidation? 

2. Does the control structure support nonconsolidation of OTtity for Enron Corp. as a result of the 
rt'Iated party rclatioivihip? 

3. What are the necessary disclosures? 


EITF 90-13 requires SPE slrucluTHsUi be capkalued with at least 35» llurd party residual equity. Asa 
result of the senior officer equity ownership (which we determined should not be given any credit when 
detfinnining whether sufficient capital existed when evaluating potential traiwactions with Enron), we 
determineJ that the required amount of equity would reed to be 3.02X as opposed Co the normal 3S» (to 
effectively discount for the proportionate share of the officer's ownership). The balance sheet of LJMII 
consists of S55 million of funded equity capital and .$63 million of d^t. Total funded third party equity 
of LJMII is $54 million, as indicated on the attached diagram. As this represented approximately 45% of 
the total capitalization, we determined that the SPE capital threshold was met with respect to any 
transaction LJMII may undertaice directly with Eruon. 

Issue 2 

Topic-D-14 states that the SEC sUff believes that for nonconsolidation by the sponsor to be appropriate, 
the majority owner of the SPE must be an mdependent third party who has made a substantive capital 
in’^tment in the SPF, Iws control of ihe SPF ami has substantive risks and rewards of ownership of the 
assets of the SPE The S4 million of LJMII equity that was contributed by third party investors 
represents a substantive capital investment. As indicated, a seruor officer of Enron serves as the GP of 
LJMn and is therefore in control of day-to-llay operations of the partnersh^. To overcome the 
presumption of control by the GP (and by assodatioiu Enron) for purposes of consolidation, we noted 
that the Partnership Agreement included the provisi<w that the GP can be removed without cause with 
the recommendation of two-thirds of the AC and a vote of Limited Partners (LP) that represents 75% of 
the total LP inleresLs. With respect to the indu.sion of criteria to easure LP involvement in tran.sartioju} 
with Enron, we noted that an Advisory Cdmouttee (“AC**) existed with specific dudes outlined in the 
partnership agreement. These duties included, among other thin^, reviewing and approvmg aU 
transac'tions between LJMII and Enron or any of its subsidiaries above certain thresholds. We 
determined that transactions below the thresholds would probably not be material to Enron, but we 
informed management we would have to review such situations on a case-by-case basis. We noted that, 
the AC consists of representatives of the limited partners, all of whom we noted were independent from 
Eitron (2 pension foi^d representatives, 4 financial institution members. 1 independent arid 1 uisunmce 
company). Although we noted that the AC members are appoiitted by the GP, we noted that aD other 
LP had the righHo remove any AC member without causewith the consent of 75% oflhe LP's. We 
concluded that these provisions were sufficient to overcome the presumption that the GP (and by 
association Enron) controls and that nonconsolidation of LJMII is therefore appropriate. Wc informed 
the client that, while the removal of the GP without cau.ve feature generally was sufficient to overcome a 
presumption of control by the GP, an important consideration was the reasonableness of the ability of 
the tip's to do so. Wc noted that the existing feature (two-thirds of AC and 75% of the LP's) was at the 
very upper limit of what may be acceptable. We encouraged them to request LJMM to lower these 
thresholds before any material transactions were consummated. 


Issue 3 

Since the GP of LJMII is a related party, as transactions arc entered into with Enron or its affiliates, 
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A* X JIWIAV 

Andersen 


To: 

From: 


Date 

Subject: 


Tbe Files 

DaveDunM 
DebCash ^y* ^, j 
Patty Gratonachex 
Jenifer SlcvensonQy 


December 31, 1999, as amended, October 12r2001 
LJMn~Parmenhip Structure 


Backgqgnd 

. We were itifonned by a senior officer oS Enron (CFO) dtathe caw a unique opportunity to match various 
capital providers wanting to diversify into sectors in which he had experience with needs Enron and 
other CO Apardes like Enron had for high degrees of third party eqoi^ capitaL In effect he wanted to 
form his own private equity fund similar to others he had observed tn the market place which made 
sizable private investments and whose partidpants included sophisticated investors. He had explored 
this imdon with offier members of Enron's upper management who indicated a willingness for him to 
develop diis idea. He further indicated diat both he and toey hoped l^t he could accomplish this and 
remain with the Company. While he and the Compare plaiu^d to consider and address the obvious 
Corporate Governance and Fiduciary responsibiUty Issues, we were asked by he and~other members of 
Enron management to review the entity aa it was developed to determine whether-necessaiy features 
existed which would enable Eiuon to do transactions wiffi the end^ that would result in thhd par^ 
accoundng recogniHocu Our deliberations with respect to such endty are dacribed below. 

Structure 

On December 20. 1999. a private invatment company. LJMQ Ci>>[n vestment LP. ("L/MII') was created 
for the purpose of acquiring or invadng in primarily energy-related or communicadons-related 
businesses or acdvides. 

LJMQ was capitalized at fbnnadon with S35 million of equity and S63 milUon of debt capitrd. As 
indicated in the attached diagram (Diagram I). dM <qui^ holders are comprised of a senior officer of 
Enron (2% ownership and Cetuual Partoer) and various third party investors (%% ownership). The 
compcsidon of the 98% third party Investor ownership, which were 51 entities in totaL are as follows: 
Fiiuutdal Institutions (37%). Pension Funds (22%). Independents (19%). Insurance Co. (10%). Other funds . ' 
(8%) and Foundadoiu (4%). A portion of the delrt was provided by an entity that is wholty owned by a 
jomc venture in which Enron is a co^wner, and the^emainingdebt wics-provided by a third party bank. 

Sizice LJMQ planned to transact at least initially with Enron, wt determined that we should view LJblQ as 
an Enron sponsored SFE* We informed Enron that at some point w« might reconsider our view of LJMQ 
as an 5PE and ffiat such reconsideration would be based on the number of diird party transactioT9 and 
the size of those transactions to the operatiops of die entity as a whole. Since we con^ered LJMQ to be 
an SPE. we informed Enron and LJMH ttut we would subject LJMQ to the capitel and control tests set. 
forth in ETTF 9(^15 and Topic D-14 before any transacdens between the two entities could be given 
accounting recogzution for Enron. Additionsdly. because of the sigrv^ant senior officer involvement we 
needtod to detennine that 1) die senior officer did not control the putnershlp and 2) certain criteria existed 
to provide assurance dut all transactions executed between Enron and LJMLI involved the input of the 
outside investors to preclude die appearance of self dealing. 
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Date: 

December 31, 1999 

Subject: 

LJMn Partnership Structure 

lHM« 



1. Is fch« miiumuox SPE capItaUzatxon requirement met to support nonconsoUdetion? 

2. Does the cot^tToI structuie support notKOnsolidatton of the ntity for Enron Corp. as a result of the 
related par^ relationship? 

3. What are the necessary disclosures? 

EllT 9015 requires SPE structures to be capitalized with at least 3% third party residual equity. Asa 
result of the senior officer equi^ ownership (which we d^snnmed should not be given any aWit when 
detexmixung whether sufficient capital existed when evaluatixig potential ttaixsactions with Enron), we 
detezxcuned that the required amount of equity would need to be 3.02% as opposed to thenonzud3% (to 
effectively discount for the proportioiute share of the officer’s ownership). The balance sheet of LjME 
consists of 555 million of funded equity capital and S63 miSion of debt Total funded third party equi^ of 
I.JM2I is 534 Bullion, as indicated on the attached diagram. As dus represented approxitnate^ 45X of the 
total capitalization, we detemixied that the SPE capital threshold was met with respect to any transaction 
LJMn may undeilalce directly with Enron. 

■Wt discussed this issue with Carl Bass and John Stewart of the Professional Standards Group, who 
concurred widt our^candusiois. 

Issue 2 

Topic D>14 states that the SEC staff believes that for nonconsoUdadon by tha sponsor to be appropriate, 
the majori^ owner of the SPE must be an independent third party who has made a substantive capital 
investment in the SPE. has control of the SPE and has substantive risScs and rewards of ownership of die 
assets of the SPE. The $54 million of LJMn equity that%vas contributed by durd party investor represenb 
a substantive capital investment As indicated, a senior o^er of Enron serves as the GP of LJMIX and is 
therefore in control of day>to^y operations of the partnership. To overcome the presumption of control 
by the GP (and fay assodadon, ^on) for purposes of ransotidadoR, we noted that the Partnership 
Agreement included the provision tiiat the GP can be removed without cause witti the recoBunendadon 
of two-thirds of tlw AC and a vote of Lisiited Partners (LF) &at represents 75 & of the total LP interests. 
Widv respect to the mdusion of criteria to ensure LP involvement in transactions with Eruton, we noted 
that an Advisory Committee (“AC*) existed with spedEc dudee outlined in the partnership agreement. 
These dudes icu^ded. among other things, reviewing and approving all transactions between LJMK and 
Einron or any of Us subsidiaries above certain thresholds. We determined that transacdona bebw the 
thresholds would probably not be material to Enron, but we informed management we would have to 
review such sitiuUons on a case-by-case basis. We noted dtaL the AC consists of representedves of the 
limited partners, all of whom we noted were independent from Enron (2 pension fond representedves, 4 
financial institution members, 1 Independent and 1 insurance company). Although we noted that the AC 
members are appointed by the GP. we noted that all other LP had the right to remove any AC member 
wid'.out cause widi the consent of 73% of the IP's. We concluded that diese provisions were sufficient to 
overcome &e presumption &at die GP (and by assocudon £nro'n)''controls and that nerKonsoUdaden of 
IJMIIb therefore appropriate. We informed the dientthatwhile the removal of tiieGPwithautcause 
feature generalfy^ was sufHdent to overcome a presumpdoh of control by the GP, an importent 
consideration was the reasonableness of the ability of the LPs to do so. We noted that the existing feature 
(two-thirds of AC anc{75X of the LPs) was at the very upper limit of what may be acceptable. We 
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Date: December 31, 1999 

Subject: LJMH Partnership Structure 

encouraged ttiem to request LJMH to lower these thresholds before any material traAsactiors were 
consummated. 


Since the GP of I.JMXI is a related party, as transactiansareenteredinto with&uon or Its atfiliates, certain 
disclosures will be required. We informed the client that the existence of LINtH will need to be disdosed, 
including the related party that serves as the GP of the paitnerthip. as well as the purpose of the entity. 
The nature of qansactions executed wifli Enron and Enron affiliates must also be disclosed as well as any 
associated gaixis or losses. We will review die filings and odver issuances of financial statements to ensure 
aH appropriate disclosure requirements are met 

Canelusion ~ ' 

We concurred with Enron that the necessary capltaliution aiui control features had been met for 
nonconsoUdatSon of LpdH arid that recognition could be given to transactions with LJMH as a third party. 

We informed management diat this conclusion would need to be reviewed as transactions occurred and 
that we would need to address fee audit evidence we would require (particularly with respect to the 
valuation of transaction between the two entities) on a case-by-case basis as they occurred. 

We discussed the fonnatton of this enti^ and our condusSns with Mike Odom, Practice Director, Bill 
Swanson, ABA Head, and Mike to wfeer, concurring partner, concurred with our conclusions. 

Addidettal hTote 

In addition to the technical accounting issues, we also considered Enron corporate governance issues 
related to feese transactions. We discussed with Enron management (other than the senior officer 
involved) Iheir pUnned activities to ensure such issues had been considered. We determined that Enron 
was receiving advice from zntsnxal and ex tern al courtscl regarding fee acceptabdity of fee transacOons 
and plaiuied to disclose the fbrmatioR of fee entity ind any contemplated transactions between fee entity 
and Enron wife fee Finance Committee of fee Board of Directors of Enron prior to their completion. In 
coniMCtion with our proteduxa, w« oanfintuxl that «n of the tbove occurred. W» elso eosuted tful the 
Audit Committee was made aware of fee entity and related transactions. 
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Interoffice 

Memorandum 


Confidential 

Attorney-Client 

Communications 


Departmert: Enfon Global Finance-Legal 


Subject Ljp^ Approval Process — Transaction Substantiation 


Oate; March 8, 2001 


With the year-end and recent Board meetings behind us, and our now being in the midst of proxy 
season. I thought It might be timely to memorialize my observations and summarize rny 
recommendations for refining our compliance with the procedures approved by Enron’s Board of 
Directors (the “Board”) with respect to the Company's transacting with LJW. Briefly stated, it is my view 
that the Company needs to improve both the process it follows in executing such transactions and 
implement improved procedures regarding written substantiation supporting and memorializing the 
Enron/LJM transactions; at the same time, it is also my >new worthwhile improvements can be 
accomplished without significant disruption to commercial efforts. 

More specifically, my recommendations focus on two areas: the first is the need for the Company to 
implement a more active and systematic effort in pursiit^ non-LJM sales' alternatives before 
approaching LJM, and then to create more extensive written documentation substantiating such efforts; 
the second is to modify the LJM Approval Checklist so as to Impose a more rigorous testing of the 
fairness and benefits realized by Enron in transacting with LJM — and balancing such benefits against 
perception and shareholder relations issues sudi transactfons may present. 

To that end, what follows below is; relevant background regarding the Board’s approval for transacting 
with LJM; my “due diligence’ findings relating to the Company’s compliance with such approval; and 
recommendations for improvement to be effective for the 2001 year. 

Overview 

As you know, the sensitivities surrounding Enron's transacting with LJM primarily stem from three areas; 
whether such transactions are being conducted at arms-length in such a clear and convincing fashion 
that they will be respected from a GAAP earnings perspective; whether the benefits realized by Enron 
from such transactions are sufficiently “compelling" from an investor’s perspective to negate perceptions, 
however unwarranted, of an “interested" dealing; and whether such transactions are in the best interests 
of the Company and, thus far. consistent with the Board’s canying out its fiduciary duties and In 
compliance with the Company’s Code of Ethics. In order to address these three critical and often- 
overlapping concerns, the Board has previously approved the following procedures and controls: 

(1 ) Enron and LJM are not obligated to one another to transact; 

(2) Enron’s Chief Accounting and Risk Officers are to review and approve the terms all 
transactions Enron or an affiliate enters into with LJM; 
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(3) Tiie Board’s Audit and Compliance Comniltee shall annually review all transactions 
completed that year and make any recommendations they deemed appropriate; and 

(4) The Board is to determine, also annually, fiiat Andrew Fastow’s controlling position at LJM 
and his involvement as a counterparty to Enron does not adversely effect the best 
interests of the Company. 

Additionally, although not explicitly provided for by the Board, the Finance Committee also annually 
reviews all Enron/LJM transactions, but may review on an ad hoc basis, as needed. 

To supplement the Board’s mandated procedures, Enron and LJM also agreed to an additional control 
preduding Mr. Fastow (and Michael Kopper. also a senior lew! professional at both Enron and LJM) 
from negotiating on behalf of Enron in transactions wHh UM. 

The Company subsequently adopted a written “LJM Approval Sheet' to generally describe the business 
nature of any Enron/LJM transaction, including the deal terms and anticipated economics to Enron. This 
Approval Sheet is supplemented with an “Issues Checkfisr, which captures the procedures to be 
followed in executing transactions with LJM; m this manner. Enron can test whether it is complying with 
the Board's directions. (Such Approvals are to be reviewed and executed by certain members of Enron’s 
Senior Management, including Jeff Skilling.) For example, the Checklist provides for the following 
determinations to be made: 

(1 ) In addition to LJM, identifying other sales options that were considered and rejected, 
including sales to Condor. JEDI II. and third parties; identifying other banks/offers that 
were received with respect to the transaction; 

(2) Whether the transaction with LJM will be the most beneficial alternative to Enron; 
ide ntify ing the related benefits -- cash flow, earnings; 

(3) Determining whether the transaction involves a “Qualified Investment” so that it was 
required to be offered to JEDI II; 

(4) Whether the transaction was negotiated at arm’s-length; did any advisors conclude that 
the transaction' was no< fair la Enron; 

(5) Whether the transaction had to be disclosed In the Proxy and whether It yielded any 
monetary benefit to an Enron employee; and 

(6) Whether LJM's participation in the transaction has been reviewed by Enron Office of the 
Chairman (*OTC’)? Has it been reviewed and approved by Enron’s Chief Accounting and 
Risk Officers? 

And finally, the Checklist asks whether Enron’s Board's Mxjit Committee reviewed all Enrorii’LJM 
transactions within the past 12 months. 

Findings 

The procedures followed by Enron in transacting with UM, including the manner in which they have been 
substantiated, should be improved and can be, I befieve, wth minimum disruption to commercial efforts. 

I also believe that the adoption of certain of these recommendations will yield material benefits with 
respect to accounting substantiation and further documentation of the Board’s carrying out of its fidudary 
duties and business judgment. 
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The more significant areas for improvement are as follows: 

(1 ) Enron does nol consistently seek to negotiate with third parties before it transacts with 
UM. No policy exists specifically requiring evaluation and pursuit of third party 
alternatives before transacting with LiM Because no existing policy requires the prior 
evaluation of third party alternatives and, given the iluW nature of the Company’s 
commercial activities, too often Enron finds itself facing a time deadline that makes it 
difficult (in fact often impossible, as a practical matter) to transact with a third party, thus 
potenUally: (a) reducing the benefits Enron realizes from the LJM transaction by eroding 
Enron's bargaining position; (b) clouding the objective evidence of such benefits (due to a 
lack of comparable altemabves) anrJ, perhaps; (c) undermining the arm’s-length nature of 
the transaction (due to a lack of both comparable and practical alternatives)’, 

(2) Enron does not always adequately substantiate in writing the procedures it follows with 
respect to transacting with UM. For example, some of the questions in the Checklist do 
nol capture the “full picture" of infomnabon that would be instructive in demonstrating 
compliance with Enron’s Board. For example: 

(a) The Checklist does not require an explanation as to why the particular transaction 
would be the most beneficial altemaUve for Enron - only that it is. Requiring an 
answer to the question of why the transaction is beneficial would have Ihe added 
advantage of requiring that the question be directly addressed by the commercial 
personnel charged with its execution; 

(b) The Checklist does not provide for a detailed explanation/substantiation of sales 
efforts prior to transacting with UM (thereby negating a contemporaneous record that 
could be useful in fashioning appropriate disclosures regarding those transactions 
required to be drscfosed); 

(o) The Checklist does not require an explanation as to how Enron determined that the 
transaction was conducted at arm’s-length - only if it was nol (which presents the 
same difficulties as (b)); 

(d) The Checklist provides for pre-determined, rather than a more "reaiame” OTC 
determination that transacting with UM does not adversely affect Enron; and 

(e) The Checklist does not provide any level of detail regarding the Chief Accounting and 
Risk's Officeris review and approval; I believe, for the Board's Audit and Finance 
Committee’s benefit, this additional information - when coupled with formal Board 
presentations — would provide additional enhancement to the Board’s decision-making 
as to having ail relevant facts before it. 

(3) Inherent employee conflicts exist that can contribute to a perception that Enron and UM 
cannot transact at arm’s-length; and 

(4) Enron’s transactions with UM create polenbal conflicts with CalPERS, and perhaps other 
future “investment parties' with whom Enron may have a relationship. 

Particuiar suggestions for improvements follow. These recommendations for a more "formal" approach 
for transacting with UM, however, should not replace or supercede any "commonsense" alternatives that 
may better allow for flexibility in any comraercial/financial transaction and, perhaps, a better balancing of 
competing interests. 
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Recommendations 

Adoption of the suggestions that follow should enhance those procedures already In place and being 
followed for purposes of substantiating Enron's compliance with the Board's directives and. in particular, 
“compieting the Company's files" with respect to responding to audit reviews and preparation of proxy 
and footnote disclosures. In particular 


(1 ) Addidonal education of business ur»ite regarding the role to be played by LJM as an 
alternative ctxinterparty after efforts with '“tradltionar, third party counterparties are 
exhausted and the Company’s expectation that such third parties will be explored before 
resort to LJM. Further written substantiation of such efforts; 

(2) Amendments to the Checklist to ensure further written substantiation of why this particular 
transaction with LJM was the most beneficial vis-a-vis alternatives, how such 
determination is substantiated, and substanUation that the transaction was conducted at 
arm's-length; 

(3) Better contemporaneous involvement by the OTC regarding review and approval of 
Enron’s transacting with LJM, /.e. sign-off by Jeff Skiiiing on a more regular basis; 

(4) - Mitigation of personnel conflicts by physical separation of all fulltime LJM employees from 

Global Finance representatives: and 

(5} Coordination of LJM Approvals, review, and substantiation documents through an internal 
group made up of representatives of EGF Commercial, Legal (custodian of the 
documents). Accounting, and Commercial Support. 

Items (2) (4) and (5) above are already being addressed. We can work through the Individual business 
unit CFOs to progress item (1) and. with your concurrence, I can discuss item (3) with.Jeff. 

Please let me know your thoughts about these recommendations and whether you take exception to my 
working towards their implementation. Of course, feel free to contact me with any questions you may 
have. 

Thank you for your time. 


Cc: Jim Derrick 
Rex Rogers 
Rob Walls 

Ron Astin (Vinson & Elkins) 
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Bcc: Ron Baker 
Rodney Faidyn 
Ben Glisan 
George McKean 
Gordon McKillop 
Ryan Siurek 
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Interoffice 

Memorandum 



From: Jordan Mintz 

Subject: Reiated-Party Proxy Disclosures 


DRAFT 

Confidential Communications 
Attorney-Client Privilege 


Department: gpron Globai Rnance-Legal 
Ortte: March 28, 2001 


You will recall that in preparing the UM related-party disclosure for this year’s (2000) Proxy, we did not 
explicitly provide financial information relating to your serving (ultimately) as the general partner/managing 
member in either UMI or LJM 2. The purpose of this memorandum is to explain our basis for not doing 
so and why such rationale(s) may not he applicable in future filings. 

VEL 00204 

Discussion 

The Proxy Disclosures Rules require - among other things - a description of the related party’s (be. 
LJM’s) interest in transactions entered into with the registrant fi.e. Enron), the nature of such interest, 
and - ■iwhere practicable" - the amount of such person’s interest in the transaction(s). It is this last 
piece of information relating to your financial stake that we have not explicitly disclosed; rather, in both 
the 1999 and 2000 Proxies we have generally provided as follows: "The general partner is entitled to 
receive a percentage of the profits of the partnership in excess of the general partner’s proportion of 
the total capital contributed to LJM1/LJM2, depending upon the performance of the investments made 
by UM1/LJM2.” Thus, it is clear that, at a minimum, there is an understanding that you, as the general 
partner in these two investment vehicles, are entitled to receive some level of carried interest. 

Our rational for not disclosing any additional financial information related to your general partner 
interests varies as between 1999 and 2000 and,, in particular, with respect to the RhythmsNet 
transaction, as follows; 

(1) 1999; The "where practicable" language in the Proxy Disclosure Rules gave us the 

basis for not providing additional financial information in 1999. More 
specifically, the majority of the transactions entered into in 1999 between 
Enron and LJM1/LJM2 — and sperrificaliy the RhythmsNet hedge — were 
"open" transactions during the 1999 fiscal year and had not yet settled or 
liquidated in a fashion that it would, be "pr^’cable" to determine what you 
earned in your general partner capacity. The "open transaction” basis 
applied to both the RhythmsNet transaction and the newly-entered into 
UM2-related acquisitions and hedges for 1999. 

(2) 2000 ; We chose not to make any additional disclosures related to LJM2 in the 

most recent Proxy, again, based on the existence of multiple open 
transactions still in place thereby not making it practicable to provide. The 
rationale for not making any additional disclosures relating to the settlement 
of the RhythmsNet transaction, however, is somewhat different In 
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particular, the RhythmsNet transaction settled in 2000 pursuant to terms 
allowed for under the original agreemenL At that time it may have been 
more practicable to determine your financial interest However, no further 
disclosure was otherwise required of the RhythmsNet transaction in 2000 
due to the earlier (1999) disclosure; aoxirdingly. we have concluded that 
there was no requirement to disclose any financial information- related to 
what you may have earned in ttiat trar^action - notwithstanding that it was 
now more practicable to do so. 

The decision not to disclose in this instance was a dose call; arguably, the more conservative 
approach would have been to disdose. Given other pertinent (and competing) Issues that you and I 
have discussed at great length, we decided against doing so. It was, perhaps, fortuitous that the 
RhythmsNet transaction extended over two proxy filing years and our knowledge of certain facts was 
delinked by two separate filings; thus, we have relied on two different arguments for avoiding financial 
disclosure for you as the LJM1 general partner in both 1999 and then 2000. If, however, the 
RhythmsNet transaction began and conduded in the same year, it would have been more difficult to 
avoid making some additional level of financial disclosure. 

Going Forward 

This disdosure issue will continue to be a challenge as transactions entered into between Enron and 
LJM2 settle and. as such, it becomes ‘more practicable" to disclose your financial interest To that 
end, we need to continue to be cognizant of this issue as the year progresses and continue to consider 
some of the safe-harbors provided under the SEC rules from having to disclose related party 
transactions - including the (1) competitive bid and (2) reduction of general partner control alternatives 
we have previously discussed. I, of course, will continue to examine other alternatives, as well. 

After you have had a chance to review this summary, I am available to discuss any questions or 
comments you may have. 


Cc: Jim Derrick 

Rex Rogers 
Rob Walls 

Ron Astin {Vinson & Elkins) 
Mike Edsail (Kirkland & Ellis) 
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Isf/n /rprnO 

Memo 


To 


Data 

Re; 


Flies 

David B. Duncan^^ 
Debra A. Cash j 


Patricia S. Grutzmache^^ ^ 


‘February 9, 2001 

LJM Related Party Transactions 


Background 


LJMI and LJMII are investment companies that were fconed by Andy Fastow, Enron’s CFO, in 1999. 
Andy is the general Partnet/Manager of the investment companies. Enron entered into three 
transactions with LTNfi-prior to the creation of LIME. All other transactions between Enron and LJM 
were done through UMIL See memo^ related to LJMI Partnership Structure, LJMII Partnership 
Structure and UMII Governance as Attachments I, II and IR; respectively. 

Enron routinely enters into transactions with LJMH when outside equity is needed to achieve sale or 
off balance sheet accounting. During 1999 and 2000, UMH has invested approximately S126 million 
and S300 million, respectively, in such Enron related transactions. 

Audit Concerns 


Due to the significant impact to Enron as a result of transactions with the UM entities and the related 
party nature of such transactions, wc performed the following audit procedures. 

We held discussions with Jordan Mintz, (Vice President and General Counsel), Ryan Siurek (Senior 
Director Transaction Accounting), Rick Causey, (Chief Accounting Officer), and Andy Fastow (Chief 
Financial Officer) regarding Enron’s internal policies and procedures. See Attachment IV. 

We reviewed minutes of the Finance, Audit, and Compliance Committees of the Board of Directors, 
noting discussion and approval of the LTM transactions. See Attachment V. 

We tested compliance with Enron’s internal policies and procedures by reviewing the deal approval 
sheets and UM approval sheets for each transaction. See exceptions noted at LJM-S. See Attachment 
VI for an example of a deal approval sheet and UMII approval sheet 
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r 

oatB j February 9, 2001 

Subject I UM Related Party Transactions 

Page 2 of 2 


On a sample basis, we also traced the contributions into UMD to wire transfers per the Citibank and 
Chase Statements noting that such contributions were from third parties and agreed the amounts and 
dates. See testwork at LJM-3. 

We also traced the contributions out of UMI and UMD to wire transfers per the Citibank and Chase 
Statements noting agreement of amounts and dates. See testwork at LJM-4. 

We that there was sufficient funded third party equity at each reporting date as required for 

a special purpose entity. See testwork at LJM*!. — 

I 

Conclusions 

on our own review of the Company’s policies and procedures, documentation of 
with the Fmance, Audit, and Compliance Committees of the Board of Directors and 
through discussions with members of Enron management, we beUeve that Enron policies and 
procedures for related patty transactions are adequate to ensure the timely identification review, 
approval, and disclosure of such.transactions to the appropriate levels of management and the board 
and shareholders. — 
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To; The Files 

Frtjin: Ryan H. Siucek, Houston 
Ron Baker. Houston 
Svbject Projed Raptor -Addendum 


DRAFT 

tVfjartmwip Transaction $upport 
DHe\ September 2001 


Objective 

Tbc purpose of this memonndum is to provide bfonrutioa icgardmg Project Rapror for events 
subseriuent to the release of the “Project Raptor" cQcnjo dated April 2000. 

History of the Project Raptor 

Eritm Global Finance structured a thinly capitalized special papose entity (“SPE" to save as a hedging 
vehicle of certain noa-stratcgic investmccts. The original Raptor SPE, Talon I IXC (‘‘Talon''), was a 
vehicle in which Enron could hedge Oie underlying eiqpostite of equity investments by entering into 
derivatives including swaps, puts, and collars. The dctcils of the bnnation of Talon arc documented in 
the “Project Raptor" memo dated April 2000. 

Subsequent to the formation of TalMi, the Raptor structure was repeated three times during 2000. Two of 
the SPEs created, Trmbarwolf 1 LLC and Bobcat ILLC. were created with structures virtually identical to 
Ae structure of the original SPE. Takni. Porcup be I IXC {Porcupine). anoAcr SPE, was very similar in 
concept; however, Porcupine was capitalized by Enron's contribution of TNPC warrants rather than Eb^'E 
stock. See the “Project Raptor memo dated September 2000 for a full discussion of flic formation of 
Porcupine. 

Despite the creation of four Raptor vehicles in 2000, only two were fully utilized to niter into derivative 
instruments to hedge certain Enron investmcDts. 'ITiis was primarily due to a declbc n Enron and New 
Power Company stock prices, as well as, the declbe in value of dto hedged inveslnieiits. Due to tiic 
declines, Enroa utilized mast of the retnainiag notional capacity of two of the vehicles to enter into more 
ENB share settled derivative instiUDients that created additiooal credit capacity to provide support for the 
Other two vehicles. Another component of this transactiofi was an agreement by which Enron’s residual 
mterest in any Raptor vehicle with a positive credit edacity position was assigned to cover the liabilities 
of any Raptor vehicle in a deficit posWoB. as all of die vehicles' liabilities were to Enion. See the 
‘'Raptor Restructuring" memo dated April 12,2001 fora full discussion of this transaction. 

Buyou t T ran sacriort 

Due to continued market dcotnes in Ac third (piacter of 2001, Ac Raptor vehicles becaite unable to 
provide continued hedge protection to Ecion. Thctefore, Eoron managemeot decided that Ac best course 
of action would be to pureue a buy out of Ae Aird par^ equity holder in each of Ae Raptor vehicles, 

A purchase price of $35,034,579 was negotiaad by Enron and Ae third pary. Enron has no further 
comnutments to DM m rclatior to Ac R^tor vclncles. The acquisition resulted in a non-recurring after- 
tax loss of approximately $462 miition ireclly impacting oarcot earnings, and a non-canvings direct 
decrease in equiQ' of approximately SU biUioa 
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Changes in Prior Accounting Consultation Guidance Provided by Andersen LLP 

During the third quarter of 2001, Andersen LLP (Andersen) m^c several key changes to the guidance 
that they originany provided to Enron relative to the formation of the Raptor vehicles and to the 
transaction involving the Raptor vehicles in March 2001. Sec the applicable memos described above for 
a discussion of the original guidance provided relative to those transactions. The key changes made to 
Andersen’s guidance are as follows: 

Original Formation Entries: 

When Enron contributed the 3.7 million shares of restricted Enron common stock to the formation of 
Talon I in exchange for a $171 million note, the transaction was accounted for as a debit to Notes 
Receivable and a credit to Equity, based on the guidance provided to Enron, by Andersen. Similarly, in 
March 2001, Enron exchanged forward contracts on Enron common stock for notes totaDing $828 
million. This transaction was also accounted for as a debit to notes receivable and a credit to equity, 
based on Andersen’s guidance. 

in the third quarter of 2001, Andersen changed ttieir opinion of the proper accounting for these entries. 
Andersen now believes that the correct accounting for the transactions would be a credit to equity with a 
debit to a contra-equity account. This entry would result in no net intact to flic equity balance. As a 
result of their altered technical advice, Andersen now believes that Enron’s equity was overstated by $171 
million in the third and fourth quarters of 2000, and by $999 million in the first and second quarters of 
2001. Based on analogy to subscription receivable guidance in Regulation S-X section .210.5-02 
paragraph 30, Enron concurs with. Andersen’s revised guidance. However, Management believes, and 
Andersen concurred, that the overstatement of equity in the applicable periods is not material (1.51%, 
1.49%, 8.52% and 8.51% of total shareholden’ equity, respectively) to require a restatement of Form lOK 
for flie year ended December 31, 2000, or the Form lOQs for the quarterly periods ended September 31, 
2000, March 31. 2001 or June 30, 2001. 

Assignment of Residual Interest m the Vehicles: 

Andersen has also revened their original opinions regarding the assignment of residual value in Raptor 
vehicles with a positive credit capacity position to cover the liabilities of any Raptor vehicles in a deScit 
position. Also impacted by this reversal of opinion was a short term (45 day) cross-guarantee between 
each of the Raptor yehiclcs entered into in December 2000. Based on Andersen’s new opinion, neither of 
the above transactions would have had any Impact on the calculation of credit capacity (which was 
originally thought to have benefitted the credit capacity of each vehicle). This would effectively negate 
the entire purpose of these transactions, which were based on the original opinions expressed by 
Andersen. In order to ensure that Enron would not have been required to book a reserve against our 
receivables from Raptor under this revised view, we have performed a credit analysis (relative to 
derivative receivables) and a credit capacity test on the Raptor vehicles as of December 3 1, 2000, March 
3 1, 2001 and June 30, 2001 (see attachments). 

The credit analysis tests on derivative receivables uses the same methodology that Enron’s Risk 
Assessment and Control gro\q> applies to similar Price Risk Management receivables. WhiTc this test 
indicated that Enron’s reserves were less than would be required to fully cover the receivables. 
Management believes that the reserve deficit at any of the three dates was not material to Enron’s 
financial statements. 

The credit capacity test on each of the vehicles was performed using a probablistic Monte Carlo 
simulation methodology. This approach also represents a change in Andersen guidance. Previously, 
Andersen had insisted that Enron use a hypoflietical liquidation methodology using current screen prices 
for public securities in assessing the credit capacity of the vehicles. Andersen has changed that view and 
now believes that the prc^ablistic Monte Carlo simulation methodolgy, which Enron has consistently 
endorsed, to be an appropriate methodology to use in assessing the need for a reserve due to deficit credit 
capacity of the vehicles. The credit capacity tests perfonned indicate that no reserves were necessary at 
any of the three dates. 
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To: Rick Causey. Bob Butts. Rodney Faldyn 
From: Ryan Siurek, Kevin Jordan 
Subiact: EITF Issue Update 


Interoffice 

Memorandum 


Oeoaitr-.enc Transaction Support 


Cate: AugUSt 16, 2000 


Share Seftlement Agreements 

...... „ for 

rnmoanv '-^ S^ack 

. -n.= 9<^.3 modd is based ,he company's abd.ty ,0 cpntrcl .he se,.lem=n. e,e.hod o.'can.ra=,s .ndexed .0 

its ov/n stock. 

. Generally. ,f ne. share ser.leP.en. or phys.ca. s=..le„e„. ,s oe.s.de .he con.rel of .he eo„,pany, ,. .s 

marked-.o-marke. Ihioogh earnings^ -hysica. or ne. share senlemen. or that give the company a 
. Spec.f.eally, only (physical or net share senlemen.) receive equity accounting. 

. ir.r“rfr^^^^ 

e,rrnr..7 anniieedon or ffTF M.r ,Yn dd-/ . m fpu.ry .9emn„ve rroesoenpes p.a. Contom C md 

o'. Z.L: tZ Reau - wLen, /, Lerro.n O fflr 

. eITF 00.7 danfied the meaning in EITF 96-13 of share senlemen. being under the company’s control. 

. If an equity derivative includes any provision .ha. could require ne. cash senlemen., 1. cannot be 

. ^E""of;lTkd:hordr.T:;er^^^ .ngg.. cash se..,em.e„. is imelevan. (l.e. merger even... 

nationalization, etc.) „r,b. Issuer does not preclude equity accounting. 





545 



ITF I'ssuc LJpcfate CS/io/OO Page 2 


'.!TF DO-19 Determination of Whether Shore Settlement fs wiehin ihe Comrol of the Issuer fnr Pumos^^ nf 
[poh in? EITF Issue No. 96~I3. "Accoundns for Denvettve Financial Instruments !n dfri>ii iq 
< e:i!ed in, a Company ‘s Sloch" 

• EfTF 00- J 9 (final consensus expec(ed Sepfember 2000) will likely supercede EITF 00-7. 

• .Aj) equity derivative with share settlement (net share or physical) in the company's control must be 
accounied for as an equity instrument only if: 

a) Issuer may settle in registered or unregistered shares at its discretion. 

b) The company has sufficient authorized but unissued shares available ta settle the contract after 
considering all other commitments (including outstanding convertible debt, outstanding stock 
options, etc.) 

c) The number of shares to be delivered is explicitly limited. 

d) There ts no contractual requirement for the issuer to post collateral for any reason. 

e) There is no [cash settled) top off or make whole provisions for remarketing the shares by the issuer. 

f) The counterparty must be pari passu to the existing shareholders of the slock to be issued. 

• 00- 1 9 reiterates the temporary equity guidance in 00-7. 

• Net cash settlement in bankruptcy ar.d nationalization is acceptable if Q above is met. 

• 00-19 will he effective for new contracts after a consensus is reached and will be effective for all 
existing conttacts as orJuncUO, 2001, EITF 00-i9’s transition provisions arc expected to supercede the 
transition provisions of EITF 00-7. 

ENE Potential Impact 

• Global Corporate Finance ENE Equity Positions 

• Structured Transactions 

• Marlin 

• Whitewing 
» Firefiy 

• Raptor 

• lEDI 




Cenmunication 


Exollenca 


C.nnfidPnU^l TmAfmpnf Rf‘nuP‘zt0r1 Rv VVilrr'or ri.Har X. Piri^=.dnn 
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Ryan Sturek 
I2/12/20CQ 08:22 AM 


To: Sob autts/GPGrlN/ennsnigSNROi'J. Jill £.-vnn;hOL/ECT©£CT 
cc; RoOney FaWyn/CanVEnionQenron, Clint W3iaen/NAj£nfon@eNRON. 
Kevin O Jordan/COfp/Emcn@ENRON 
Subiect; EITF 00-19 Year End Imoiicaticns 


Please take a look at :h9 SEC’s views (bold lettering) regarding transition on EiTr CO-19. This will 
probably have an impact on our financtal reporting for year end for any derivative instruments treated as 
permanent equity mtslruments. We procaOty need to gel together to discuss this issue to determine any 
impact. I don't know the specific provisions of our share settlement contracts but I’m sure that they don't 
completely campiy w«n 00-19 since they do not have etTplicit caps on the numSer of shares potentially 
deliverable. 

Regards. 

Ryan 


Derivatives on a Company’s Own Shares — Inunediale Reporting 
Implications 

December 1. 2000 

As a result of the November 2000 meeting JJof the Emerging Issues Tas.k Force (EITP), 
the staff of the U.S. Securities and Exchange Commission (SEQ has provided important 
guidance on treatment of derivatives in a company's own stock that include gross 
physical settlement as a settlement alternative. Specifically, the SEC Obser-'er at the 
meeting indicated that if a public company has not yet modified such outstanding 
equity derivatives to qualify them for permanent equity treatment under EITF Issue No. 
00-19, Determinnhan of\‘‘^lherShar( StttUment is Wf/itn £fur Control of tiv Company/ for 
Pttrposes of Applying EITF Issue No. 96-13, 'Accounting for Derivative Financial Instruments 
Indexed to, and Potenriafly Settled in, A Company’s Oton Stock' the company must 
reclassify to temporary eouitv the maximum amount of the potential cash obligation 
(for example, the forward price in a forward purchase contract or the sfrike price in a 
written put option). This treatment is required even though Issue OO-19's transition 
provisions give a company until June 30, 2001. to amend a contract as necessary to 
avoid asset or liability treatment. (Asset or liability treatment would require the 
derivative to be marked to fair value through earnings each period.) Contracts that 
provide only for net share or net cash settlement will have to be reflected by a calendar 
year public company issuer at their fair value in temporary equity at December 31, 2000. 
(Further details are outlined in item a herein.) 

At the November 2000, meeting the Task Force also reached final consensuses on the 
various issues in Issue 00-19 (Issue 00-19 will incorporate EITF Issue No. 00-7, " 
Application of Issue No. 96-73 ft? Etjtiity Dem’fffrre Instruments That Contain Certain 
Provisions Vuit Require Net Cash Settlement if Certain Events outside tlie Control of the Issuer 
Occurs.") 
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The thrust oE Issue 00-19 is that, to classify a freestanding derivative contract m an 
issuer's stock as an equity instrument of the issuer, the contract carmot provide the 
counterparty with rights that are greater than these of a common shareholder. In 
addition, if settlement involves the delivery of shares, the issuer must have the right to 
deliver unregistered shares if the deliver/ of registered shares is outside of the issuer's 
control (for example, if the issuer must maintain an effective registration statement). 
Other provisions in a contract that requires the delivery of cash (other than gross 
physical settlement which would requite temporary equity treatment) outside of the 
issuer's control would cause the contract to be classified as an asset or liability, 

As well as confirming most c£ the tentative conclusions reached at the July 20DO and 
September 2000 EITF meetings (see the Arthur Andersen HotTopics "EITF Action on 
Derivatives on a Compaixy's Own Shares 11' and ‘EITF Qarifies Guidance on 
Derivatives on a Company's Own Shares ^1" respectively, and the Arthur .Andersen 
Hot Topic. "Derivatives on a Company’s Own Shares — Calculating a Share Cap .i"), the 
Task Force dealt with the following issues; 

a) SEC Observer 'Views on Classification of Equity Derivatives That Have Not Yet 
Been Brought into Compliance with Issue Oh-19 by December 31, 2000. The SEC 
Observer clarified its views on the classification of equity derivatives contracts that 
are not in compliance with Issue 0O-T9 at year end. The SEC Observer indicated that 
equity derivatives that were issued prior to September 20, 2000, and that were 
classified as permanent equity under the consensuses in Issue 9&-13, but-weuld be 
classified as asset, liability or temporary equity contracts under the consensuses of 
Issues 00-7 and 00-19 had these consensuses been applied as of December 31, 2000, 
should be classified as temporary equity as of December 31, 2000. We do not believe 
that this would require a company to restate prior balance sheets. We believe this 
means that any equity derivative contract that includes rvet share settlement features 
that were relied upon to keep the contract in permanent equity under Issue 96-13 
must be reclassified to temporary equity if the net share settlement provisions do not 
meet the requirements of Issues 00-7 and 00-19 as of the end of this caiendax year as if 
the contract only provided for gross physical settlement. Where a reclassification to 
temporary equity is required, the SEC Observer also indicated that the amount 
recorded in temporary equity must reflect the maximum possible cash obligation. 
W'here the maximum amount is not known because it is contingent on the market 
value of the underlying security, then the amount to be classified outside of 
permanent equity' (to the extent it represents an obligation) should be calculated 
based on the market price of the underlying seciuity as of the balance sheet date. 
This.situation would apply when the settlement method, for example, is only net 
share settlement. In contracts where the issuer had the choice of net share, gross 
physical and net cash, since only gross physical and net cash are considered effective 
if net share settlement is not in compliance with Issue 00*19. the model in Issue 00-19 
would assume gross physical settlement (temporary equity). 
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b) Permanent Grandfathering of Multi-Party Transactions Entered into Before 
September 20, 2000: The Task Force reached a consensus that a derivative instruments 
entered into with more than one counterparty in a single offering (public or private) 
before September 20, 2000, and not modified on or after September 20, 2000, are not 
subject to the conseruuses in Issue 00-19 .issue 00-7 l5(aithough those contracts are 
subject to the requirements of Issue 96-13). For those contracts, a deemed share cap 
would apply to the contract until its maturity or modification in assessing whether the 
company controls the delivery of shares for other contracts. 

c) Certain Transactions that Require the Delivery of Registered Shares Can Meet the 
Requirements of Issue 00-19 to be Classified as Equity Instruments of the Issuer: The 
Task Force reached a consensus that if a derivative involves the delivery of registered 
shares that are registered at the inception of the transaction and there are no further 
timely filing or registration requirements, the requirement of Issue 00-19 that share 
delivery be within the control of the company is met, notwithstanding the Task Force's 
previous coiaserxsus that the company must have the option to delivery urjegistered 
shares to conclude that delivery of shares is within the company's control. (This 
provides some relief for public transactions where there is solely a physical delivery 
requirement as the initial registration remains in effect without further action by the 
company.) 

d) Contracts that Require Physical or Net-Share Settlement: The Task Force indicated 
that if a derivative contract requires physical or net-share settlement by delivering 
registered shares and does not specify any circumstances under which netosh 
settlement would be permitted or required, but the contract does not specify "How the 
contract would be se^ed in the event that the company is unable to deliver registered 
shares, net-cash settlement is assumed if the company is unable to deliver registered 
shares and the contract should be classified as an asset or liability (and marked to fair 
value through earnings) because share settlement is not within the company’s control 

e) Application of Issue 00-19 to Debt Instruments with Embedded Equity Derivatives; 
The Task Force reached a conserwus that for derivatives indexed to a company's own 
stock that are embedded in a debt instrument, the incremental requirements of Issue 
00-19 (including those of Issue 00-7) do not apply although the previous requirements 
of Issue 96-13^ would continue to apply- If the embedded derivative would not qualify 
as an equity instrument (or temporary equity) under the provisions of Issue 96-13 
(without consideration of the additional requirements of Issue 00-19), the embedded 
derivative would be subject to the requirements of FASB Statement of Financial 
Accounting Standards No. 133, Accounting pr Derivative Instruments and Hedging 
Activities ^ Statement 133 excludes embedded derivatives that meet the definition of an 
equity instrument of the issuer from its scope (in this case, a derivative chat should be 
Seated as an equirv instrument according to the original mode! in Issue 96-13). 

However, if the embedded derivative does not qualify for this scope exception, it may 
meet the requirements to be treated as a derivative under Statement 133 and thus may 
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have to be carried at fair value with the change in fair value reported in current 
earnings. 

This means that typical convertible debt instruments where the conversion feature is 
embedded in the debt and only payable in shares would not be Included in the scope of 
Issue 00-19 and if the embedd^ derivative could only be share settled upon 
conversion, would qualify to be excluded from the scope of Statement 133 and thus not 
bifurcated by the issuer nor carried at fair value. However, equity derivatives that axe 
detachable, such as warrants, would continue to be within the scope of Issue 00-19 and 
if they do not meet the requirements of Issue 00-19, would fall within the scope of 
Statement 133 and may have to be carried at lair value with changes in fair value 
recorded in the income statement. Each instrument must be individually analyzed for 
factors that would or would not cause it to be in the scope of Statement 133. 

f) “Best Efforts" Requirements: The Task Force indicated that if a net share settlement 
is undertaken, but there are not enough authorized but unissued shares available at 
contract termination/maturity to make the counterparty whole (given the share cap), 
the derivatives contract can include provisions that the company will use its best efforts 
to try to obtain shareholder approval for addirional shares to fully liquidate the 
contract. If the provision fixes the number of shares subject to this "best efforts" 
provision on the date that the net-share settlement occurs, the provision could not cause 
the contract to be classified as an asset or liability. However, if the dollar amount of the 
obligation is fixed (with or without accrual of interest), so that the number of shares that 
could be delivered if the companv is able to obtain additional authorization is variable, 
the excess obligation represents a stock-settled debt and would preclude equity 
classification of the contract (or U partial net-share settlement is permitted under the 
contract, preclude equity classification of the portion represented by the excess 
obligation.) 
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To- David 0., Duiicnn.cMNOIr.RSEN WO: Debra A. CasIv^^ANDERSEN WO 

ex 

BCC: 

Date: a«/23/2(K)i 02:50 PM 

From: James A Flecker 

Subject: Documentation of Client Call 

Anachmencs: 

Flere is mv draft memo, for \our review for ’stnokins Stwts diatyoucsnl 
extinaiiish. I tried Co include only the per^ectives obtained from Shwron. 
noi other facts facer discussed by ns. Thanks.. 


Dace Receiver s Name 

Subject 

P:^c 2 of? 


Date August 21. 2001 
Subject Client Accounting Inquiry 
Page 3 of 3 


To The Files 

From Janies A. Hcckcr 
Date August 2 1 . 2001 
Subject Client Accounting Inquiry- 


Yesterday I received an ostensibly social call from Sherron Smith Watkins, a 
Houston of’ficc alum w-ho works in the Cf 0 s group at our large audit client, 

Enron, After some small talk about current events such as d>c job market and 
last week s CEO resignation at Enron, she asked nvc if I krunv much about some of 
Enron s recent stmetured transactions. 1 told her I did not. havu^ never 
worked on the Enron job, but that i had general know ledge about many of the 
related issues from my- work on other marketing and trading clients. Although 
she seemed inilially rehictant to gel into the details wilh me. .-m Arthur 
.Andersen audit partner, she obviously wanted a sounding board with whom she 
could discuss certain of her concerns related to a set of Enron transactions, 
and I told her I d be happy to listen. 

Sherron then told me .she x%a.s concerned about the propfiety of atxountii'g for 
certain related-partv transactions. The transactions in question wens, based on 

P;igc I of.'- 


U.S. Senate Permanent Subcommittee on Investigations 

EXHIBIT #67 


'AAHEC(2) C00192.1 




551 


our discussions, with an entity with a name something like UiVf , which w-as at 
the time of the transactions at least partK' owned by Andy Fastow, Enron s CFO 
(and her current boss). She later told me that Fastow s interest in LTiM has . 
since been sold to Michael Copper, an Enron alum. I also understood by her 
tone chat the pocentiall}' sensitive transactions were done within the last 
couple of >’cars. Sherron seemed even more agitated about the transacQons 
accounting because she perceived die related footnote disclosures in the 
company s consolidated financial statements were difficult to understand and 
did not tell the whole stoty . 

After some investigative work since her return to Fastow s group, she 
reportedl)' had discussed some of her concerns with Enron s general counsel 
office (she did not name the individual). That individual had assurwi her th« 

AA and Enron s external counsel (Vinson AElkins) had reviewed die transactions 
accounting and financial statement disclosures and that thc\- were sure there 
was no impropriety. At that point. I mentioned to Sherron that many people 
inside and outside the company assume we have seen even* small transaction and 
OK d the accounting, which for man.v reasons, potentially including 
immateriality, is often not true. Sherron understood this, but assured me the 
dollars involved (approximately S500 million) were maKrial, even to (a company 
as large as) Enron. Based both on the type and size of the transactions. 

Sherron told me she was concerned enough about these issues that she was going 
to discuss than widi Ken Lay, Enron s Chairman, on Wednesday, August 22, 200 1 


Based on our following discussions, her perceptions and concerns were: 

In summary. Sherron couldn t understand how Enron could, witli its own 
capital stock, repeatedly add to the collateral underlying an obligation owed 
to Enron from a related party without recognizing in its financial statements 
either a) the related Enron stock distributions or contributions to that 
related party or b) the high-tech investment losses such related-party 
obligation was supposedly protecting against, 

L/M. an inve.stinent company fbnnerly owned at lea.st partially by Andy 
Fastow (CFO of Enron), was formed to enter into various structured transactions 
with Enron. T understood from Sherron tliat one such transaction involved the 
hedging of certain of Enron s investments in high-tech companies. Since these 
high-tech investment %'alues have declined, Enron s hedge from UM has increased 
in value, tints putting LJM on Uto hook for a potcutiaily large liability to 
Enron. Supporting this hedging arrangement, Sherron described to me that UM 
was initially capitalized in large part with Enron stock, which has also 
significantly declined in value since yeareud 2000. Weil after LJM s 
formation, and In response to this resulting reduction in total LJM asset 
value, her investigative inquiries had pieced together a very troublesome 
scenario. She perceived that Enron w-as putting additional Enron stock into UM 
(the e.xacc mechanism — sales, contributions, exchanges or otherwise — wasn t 
clear from our conversation), primarily to bolster UM s perceived ability to 
repay obligations that will be owed to Enron some future date. Horvever, 
according to Sherron, these additional Enron stock coniributions/issuances to 
LJM did not appear to be recorded on Enron s books. 1 informed Sherron I could 
not comment because I was obviously unfamiliar w'ith the facts behind both the 
fomit^ion and ongoing operations of UM. 

She asserted that the Enron financial-statement disclosures related to 
the Fastow investment-company relationships and transactions were (putting it 
kindly) hard to understand and incomplete. A S500 million gain the UM 
contract(s) was purportedly identified in interim financial disclosures. 

However, according to Sherron, it was not clear in the disclosures that the 
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.'!>5l)() million gain on Enron s books from the Fastow agreement (through UM) 
actuallv offset ocher losses on Enron s investments in V'arious high-rath- 
investments. The potential collateralization/coUectibility issues behind the . 

LJM obligation that Sherron perceived are a problem were also not spelled out. 

I did not attempt to confirm these disclosure assertions hy pulling Enron s 
Form 10-K or 10-Q s (but see documentation of ci^agcmcnt team discussions 
below). 

She also asserted that,, at the time of the recent sale » Mr. Copper, 
she had mentioned to others that UM must liave liad very limited stockholcters 
equitv and must have been an unsuccessful investment for its owner(s). f 
inferred that she thought Mr. Copper s purchase price must liave been relatively 
small, for one or more of the following reasons; a) LJM owed so much to Enron, 
or b) the company had so few other assets or c) it only had assets such as 
Enron stock tliat had declined so much in value since UM s inc^tioo. However, 
she also asserted that she had been told that most, if not all. of UM s equity 
had been distributed to its shareliolderfs) (including Fastow and CISC, an 
independent banking organization unrelated to Enron) concurrently, or shortly 
after, its original formation. 


Based on our discussion. 1 told her she appeared to have some good questions. 

1 emphasized that I was uninvolved in the issues or client and therefore unable 
to give her anv definitive advice or conclusions on these matters, especially 
without knowing all the facts, which she understood. However, 1 encouraged her 
CO discuss these issues with anyone in the company wiio could satisfy' her about 
the accounting and disclosures related to diese transactions. I told lier that 
I admired licr stand-up attitude and that corporate introspection about these 
sorts of accounting and reporting issues often was very healthy and should not 
be surpressed. She neither committed to update me about her discussions with 
Ken Lay nor requested anything further from me. 

Immediately after my discussion with Sherron on August 20, 1 relayed the 
e-wence of her a-s-serted cr>ncem.s to Bill Swanson (ABA practice director), Dave 
Duncan (Enron engagement partner) and Deb Cash (another partner on Enron). On 
August 21, we all added Mike Odom, practice director, to the discussions, and 
agreed to consult with our firm s legal advisor about what actions to take in 
response to Sherron s discussion of potential accounting and disclosure issues 
with me. 


Copies To; 

Debra A. Cash 
David B. Duncan 
Michael C. Odom 
William E. Swanson 
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NOV. 3.2001 i2:37PM - pRmJR HSKRSEN LLP 


N0.696 P.2 


DRAFT - FOR DISCUSSION PURPOSES 
ONLY 

CONFIDENTIAL 
DO NOT DUPLICATE 


Distribution: 

Ken Lay 

Rick Causey 

BethTilney 

Ray Bowen 

jNtok Koenig 

Rodney Faldyn 

Maiy Cilia 

Ryan Siurek 

Dave Duncan, Andersen 

Tom Bauer, Andersen 

Deb Cash, Andasen 

Joe Brenner - Wilmer, Cutler, & Pickering 


CONFIDENTIAL 

Please find aiclosed the draft of the SEC Response to the 
LJM transactions. 

DO NOT DUPLICATE 
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NOV. 3.2001 12!4aF=M flRTHJR PHDERSEN LLP 


N0.S96 P.34 


DRAFT- FOR DISCUSSION PURPOSES ONLY 


Ttie following table provides a lisfing of distributions made to Hoss LLC subsequent to LJM2's 
acquisition. This InfoiTnallon was furnished by Wilmington T rust as Enron Is not responsible for 
payments made to equity holders of Rawhide. 


Date 

Amount 





October 6. 2000 











Summary 

Transaction: 


Outcome: 


Project Raptor 


The Purpose of this memo is to provide a summary of the formation and subsequent transactions 
comprising Project Raptor, Induding the formation and ultimate purchase of Talon I L.L.C., 
Timberwolf I L.LC., Bobcat I LLC. and Porcupine I LL.C. (collectively, the Entitles) 

general Overview of Project Raptor 



against a dsdina In 
value of investments 


25 


11/2/2001 4:40 PM 
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NOV. 3.2001 12S4SPM 


ftRTHJR ANDERSEN LLP 


NO. 696 P.'SS 


DRAFT^ FOR DISCUSSION PURPOSES ONLY 


• Enron made a number of public end private equity investments (principally in The New 
Power Company and various broadband and technology companies). 

• Enron wanted to protect its shar^oldss against the risk of dedines In ttie value of these 
Investments. 

• These risks were not easily hedged, in part because some of these investments were not 
actively traded. 

• Enron and UM formed Special Purpose Vehicles (SPV)* 

o Enron contributed a promise to deliver shares ar^d an ebllgatlcn to proWde more 
shares If the value of the Enron shares declined. Thie faulted in an Increase in 
shareholders' equity of $t bffiton. 
o 3PV provided 9 note back to Enron and equity In the SPV. 
o DM Contributed Capita) to the SPV in exchange for equity In the SPV. 

• SPV provided Enron with hedges against dedines In Enron investments, ttius fransferrtog 
the risk of dedines on these Investmer^ away from Enron shareholders. 

• Value of Enron shares aoi the (nveetir.ents unexpectedly dedined eimultaneouely. The 
SPV therefore became (naofvenL 

• Enron continued to have the obiig^I^xt to provide addiilonai contingertt shares. Rather 
ttran further dilute shareholders' equity, Enron concluded (t was in the best interest of 
shareholders to terminate the SPV. resulted in: 

Q A Reduction of shareholders’ equity by Si 2 billion, reversing the previous 
Increase of $1 Bn 

o A Canoellatlon of Enron's odlgation to issue additional equity to the SPV 
0 LW lost Iho majority of its remaining Investment in the SPV. 

Eoonomic Benefit 

Enron was able to quickly tranefersome of the market price risk of the investments away from its 
shareholdsre through the hedging program. 

Control Processes and Reviews 

The formation of the SPV, UM'a participation In It, the SPV's purpose and the types of 
tran^ctlons to be done vrith the SPV were reviewed by 

inside end outside eouneet 

- Inside and outside accounting and audit staff 

- Enron Corp.'s Board of Directors. 


Disclosure 

The ftxmatlon of the SPV and toe participation of UM were disclosed In Enron's public filings. 

Oatallfd Discussion of Project Rapton 
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Enron Corp. funds flow and balance sheet ratio targets set by the Board of Directors 
versus actual results 
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ENRON GLOBAL ASSETS AND SERVICES 
Equity Valu« Schedule 
{(Miillans) 

As of June 2001 



So<jth America 
Eteirvo 
Cuiabe 
TGS 

C£G»>lCEa-Rc 
Gasman 
Tran wed es 
TBG/GTB (BBPL) 

T obi South America 
Cartbbeen 
Promigw 
Vengw 
SiM 
SECLP 

PQPLLC 

Calfta 

San Juan Gas 
»GL 

Halna note 
Procartoa 

Caribbean Basin Fund 
Conn to 
Sachequero 
Ceniraget 
EcxMleOha 


Corp. Dev. 

Eat Market Value 


■Cyry Value DIffereree 


t.ots 

374 

3S0 

247 

204 

115 


Z373 


2.(326 
53S 
451 
269 
194 
145 
41 
3, SSI 


(1,010) 

(161) 


(S3) 

(22) 


(30) 

JllL 


(1.2S8> 


119 

105 

31 

37 

42 


tS 


19 

248 


156 (36) 

U2 (36) 

110 (79) 

102 (102) 

49 (12) 

41 1 

37 (37) 

36 (36) 

30 (15) 

19 (18) 

S (S) 

S (6) 

S (3)- 

3 (3) 

( 2 ) 11 

130 118 


Total CarfbtMan 

SK-£nron 

Ecftcsa 

Batansaa 

Sutec 

Bond porttolia 
PH Gua«n 

Total Alla 

(ndla 

Oebhoi 

GAIL 

EGEP 

Total Irtdla 


S18 SS» (2S1) 

220 297 ( 77) 

74 67 7 

54 51 3 

26 30 (4) 

23 23 (1) 

-IS- 20. ■ 

411 481 (T7) 

342 870 (528) 

53 70 (17) 

386 - 400 nS) 

T»0 1J40 (580) 


OVXf 

Potind 

Trakya 

Sa/tus 

TeUi Other 



34 a 

232 (14) 

349 (149) 

SIS (175) 


ToUl Project Related ActtvIUee 4.421 

Other Saaia Not Related to Projecti Above (See Detail) 

SA Merchani Acttvitlea CurrefTt/y In Whdeaale 

Total Enron Global Assela wtth SJG, SA Merchant and El hfQ 


8,973 (U52) 


560 

7,710 


U.S. Senate Permaoent Subcommittee on Investigations 

EXfflBIT#71 


E 103411 
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CORPOSAIE SECIETARV 


11/27/01 BoD 

• Elec^d R^,7r6ubh 

• Esta^jisb^SLC and elected Ray as chair 

11/28/01 amBoD^i 0-A^ ( 

• A^thoR^ mgmt. To allocate cash to pav hills that would maximize value 

estate Q/yA^A>v\xWtJli<^ -fo 

tl/iL‘f/01 ^ I \ IjA 

11/28/01 pm BoD (,p»V1 

• Ken reported that DYN deal was cancelled 

• Approved non-standard bank resolution 

• Approved housing funds at PBOG 

• Approved modified investment p<^cy 

• Approved suspension of contributions to Deferal Plan 

• Approved suspension of co. match in stock in the Savings Plan ^ 

• Approved bonus plan 

• Approved reconstitution of SIC . / c?Jl 

2) ia 12/01/01 BoD I -3- / O I / O f ^ 

Pyyj • Reported on Enron Europe in admimstradon — 

• Approved filing of Ch. 11 

^ m_ Approved Severance Pay Plan*- 2 vdes. base pay for each year of service, 

wii 3 mo. minimum and 52 week maximum Ro/j 

(iSrSa* Approved DIP loan to be secured by all unencumbered assets — 

iiaAi • Discussed DYN Utiflation . 

1 'nm5Jloirft*m \t,Aa.*v,^ n\ct 


\lx8h\ 


econstitution of SIC ? , r~>f\ 

, ^ /o I / O ( 

5 Enron Europe in admimstradon — 

UingofCh.ll rv\ou}d 


cJlsyu Approved DIP loan to be secured by all unencumbered assets • itf ) u /y-i 

• Discussed DYN litigation . . ii 

lA.ujtLS” ,i;.5,lCy<a/VLUA' 3LL ,iJ 

* ' 12A)2TO1 Coihp Aict/V ur«kj- 

1 • -* Mary Joyce reviewed cuirenl Severance Pay Plan 

^ • Approved recommended to Ac BoD that company ask for an exemption 

cu TL^ based on our circurosttnees and request Court to allow S4,500 per ^ 

feis, — 

12/0201 BoD 

e Approved to modify dieSevcnince Pay Plan to include a WARN of&et 
^ • Approved DCtdng S4400 payment from Severance Pay Plan benefits 
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To:' Shannon D. AdlongiS’ANDERSBN'WO 

CC: 

BCC: 

Date: 01/31/2001 011:32 PM 

From: Shannon D. Adlong 

Subject: 

Attaciirocnts: beradino prep mtgs.ppt 


Page 1 of I 


U.S. Senate Perroanent Subcommittee on Investigations 


EXHIBIT #73 


*AASCGA005249.1 
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Key Objectives 

• Keep Firm Leadership Informed About Enron and our 
Relationship 

• Confirm Desire to Retain 

• Generate Understanding of Need to Examine Internal Process 
. Issues to Meet Critical Client Needs and Expectations 

• Discuss Certain Matters Related to Independence 


*AASCGA005250.1 
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External Reputation 


Fortune Magazine; 

- Most Innovative Corrpany (5 years in a row) 

- #1 Quality of Management 

- #2 Employee TSent 

- #18 America’s Most Admi'ed Company 

- #25Worid’s Most Admired Company 

- #22 Best Place to Work 

- #29 Top 1C0 Fastest Grovring Companies 

- #62Gbbai100ist 

Included in _ 

- Molfsy’s Foots "New 50' Inden 

- Wired 40 Index 

- Foitune's'lCStociQtog'iwnfortnedecade' 


#1 Energy Company 

- Fortme 

— Forbes Global Business 

- Global Finance 

^ Energy Risk Managerr.ent Company 

— RISK Magazine 


Among Most Active Houston Corporate Civic 
Leaders 

Higtily Politically Active and Connected 


'&ASCGA005250.5 



Relationship Overview 


• Highly Approachable and Receptive Management 

- Frontiered Integrated Audit Arrangement 

- Extremely Open Communication 

- Challenges Us For Mutually Productive Endeavors 

- Participates Whenever Asked 

• -Good Board Relationship and Communication 

• Aggressively Hires, Our People 

• Substantial Fee Growth Over Recent Years 


♦AASCGA005250.6 
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Risk Overview 

Company Specific Environmental Factors 

• Heavy Reliance on Completing Transactions at a High Pace 

- "Bring Value Created lo Bottom Line’ . 

Demonstrate Liquidity of Portfotio 

- Achieve Necessary Capital Velocity to Sustain Business Growth 

• Culture of Assertiveness, !nfonTied_Ri^ Taking and Sophisticated Structuring 

• Frustration with Lack of Consistency of GAAP Models and Rulemaking Processes 

• Institutional History of Success Whenever Challenged 

• High Degree of Board Confidence in Management 

• Transaction Structuring Activity Spread Among a Broad Group of Individuals With 
Varying Degrees of Sophistication and Maturity 


*AASCGA005250 . 9 
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Risk Overview 

Company Efforts To Mitigate Risk 

- • High Quaiity Transaction Support Staff 

• Culture of Front-End Expert (AA) Involvement 

• Increased Participation In Rule-making Processes 



*AASCGA005250. 10 
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Risk Overview 

Engagement Team Efforts To Mitigate Risk 

• On-Site High Quality Team 

• Extensive Efforts To Understand Business . 

• Monitoring of External {nfarmation 

• Extensive Intra-Team Consultation 

• Extensive Consultation With PSG 

- Individual Transactions and Issues 

- .Periodic Meetings and Conference Calls 

• Use of Other Firm Experts 

• Periodic Meetings With Local Office Management 


♦AASCGA005250.1 
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To: 

Shannon 0. .Adiong'G'ANDER.SEN WQ 

cc- 


bCC: 


Date: 

(Jl;24/2()(J1 03:46 PM 

From; 

Shannon D. .4dlong 

Subject; 

Enron meeting 


Aa-icl-jiiencs: 


Forwarded by Sharjion D. Adlong on 01/24/2001 05:38 ?M 


To: D. Srephen Goddard Jr.i^ANDERSEN WO 
c:: 

Dare: 01/24/2001 05:46 PM 

Frorr: David 8. Duncan (Mailed by Shannon D. Adlong) 
SiibjccC: Enron' mescing 


Steve, Dave said this is his first pass at this and to feel free to edit. 
Thanks, Shannon 


-As many of you kr.ow, the pace and cransaciion orientation of Enrai's 
business places a great deal of stress on our advisory and risk manauement 
processes. 'ATiilc Enron acknowledges and kighiy valu'OS th^ processes, certain 
recent cccurrcnccs have raised certain isucs which need (o be C-Kplorcd and 
addressed, both incemally and with Enron managei-nent. 

Toward that end, Joo Berardino-bas cominitted to visit with Enron upwr 
inanagement in la:e Fcbniar;.'. Certain of you may also be asked to attend. 

To ensure we are thoroughly communicating and exploring the issues, the 
local team believes we need at least v.\o meetings. 

Meeting 1 - Firm Views Surrounding Risk Tolerance and Enron Client Retention 

It has been somi^ time since we have had a broad group of leadership 
discuss our reiationshap with Enron from a risk and retention perspective. We 
would ask the following people to participate; 

Line Service Category Technical and Risk Management 
Duncan Bennett Kutsenda 
Bauer Rcigcr Goolsby 
Samck Odorr. 

Niemann Blonchet 

Goddard Stewart 

Swanson Dreyfus 

Lowiher 

This meeting is scheduled for . Although ue encourage all that can 

physically participate to do so, the foiJoiving call in number is also available 


■•10 1 
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Meeting 2 - Consuicadon Process Fssues 

Enron highly values our consultation process and its participants. Although 
they would state that we have been highly effective, they have areas where they 
believe we could, and where they expect us, to improve. The engagement team 
believes this is a good opportunity to comprehensively cvniluatc ways wc might 
enhance our ability to deliver on Enron’s high e.xpectaiaons. We believe the 
following should participate: 

Line Sen'ice Category Technical and Risk Mtmagement 

Duncan Bennett Odom 

Bauer Reiger Blanchet 

Goddard Stetvaji 

Swanson Bass (?) 

Lowthcr 

This meeting is scheduled for . Tne call in numbers is . 

Thanks in advance for everyone's help in managing this important relationship. 


Page 2 oF2 



580 


Arthur Andersen 
E&P and IPP's 


To: David B. Ouncan@ANDERSEN WO, Thomas H. Bauer@ANDERSEN WO 

cc; 

Date; 02/06/2001 08:24 m 

From; Michael D. Jones, Houston , 2541 

Subject: Enron retention meeting 


Dave, ! was not sure whetheryou were planning on documenting the meeting yesterday. My significant 
notes were as follows (these were not very detailed, but I was not sure how detailed you wanted to get, 
assuming that you were going to document the meeting). Let me know if you want me to take a stab at it 
first (if so we should probably get together for a few minutes to discuss your documentation ideas.; 

/attendees: 

By Phone: Samek, Swanson, Jeneaux, Jonas, Kutsenda, Stewart 

In Houston; Bennett, Goddard, Goolsby, Odom, Lowther, Duncan, Bauer, Jones 

Significant discussion was held regarding the related party transactions with LJM including the materiality 
of such amounts to Enron's income statement and the amount retained "off balance sheet" . The 
discussion focused on Fastow/s conflicts of interest in his capacity as CFO and the LJM fund manager, 
the amount of earnings that Fastow receives for his services and participation in LJM, the disclosures of 
the transactions in the financial footnotes. Enron’s BCD's views regarding the transactions and our and 
management's communication of such transactions to the BOD and our testing of such transactions to 
ensure that we folly understand the economics and substance of the transactions. 

The question was raised as whether the BOO gets any competing bids when the company executes 
transactions with LJM. DBD replied that he did not believe so, but explained thier transaction approval 
process generally and specifically related to UM transactions. 

A significant discussion was also held regarding Enron’s MTM earnings and the fact that it was "intelligent 
gambling". We discussed Enron's risk management activities including authority Hmits, valuation and 
position monitoring. 

We discussed Enron's reliance on its current credit rating to maintain itself as a high credit rated 
transaction party. 

We discussed Enron's dependence on transacticm execution to meet financial objectives, the fact that 
Enron often is creating industries and markets and transactions for which there are no specific njles which 
requires significant judgement and that Enron is aggressive in its tranaction structuring. We discussed 
consultation among the engagement team, with Houston management, practice management and the 
PSG to ensure that we are not making decisions in isolation. 

Ultimately the conclusion was reached to retain Enron as a client citing that it appeared that we had the 
appropriate people and processes in place to serve Enron and manage our engagement risks. We 
discussed whether there would be a perceived independence issue solely considering our level of fees. 
We discussed that the concerns should not be on the magnitude of fees but on the nature of fees. We 
arbitrarily discussed that it would not be unforseeable that fees could reach a $100 million per year 
amount considering the mulli-disciplinary services being provided. Such amount did not trouble the 
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participants as long as the nature of the services was not an issue. 

In addition to the above discussions were held to varying degrees on each page of the presentation 
materials. 

Take away To Do's: 

Inquire as to whether Andy Fastow and / or LJM would be viewed as an "affiliate" from an SEC 
perspective which would require looking through the transactions and treating them as within the 
consolidated group. 

Suggest that a special committee of the BOD be established to review the fairness of LJM transactions (or 
alternative comfort that the transactions are fair to Enron, e.g„ competitive bidding) 

Why did Andy not select AA as auditors, including when PWC was replaced witti KPMG. Discussions 
concluded that we would likely not want to be LJM's financial advisors given potential conflicts of interest 
with Enron. 

Focus on Enron preparing thier own documentation and exclusions to issues and transactions. 

AA to focus on timef/ documentation of final transaction structures to ensure consensus is reached on the 
final structure. 


CeOOl Arthur Andersen. Alt Rights Reserved. For Internal Use only. 
Davkj B. Duncan 
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Arthur And«r«n 

PROFESSIOKAL STANDARDS GROUP 


To: John E. St8waft@ANDERSEN WO 

cc 

Date; 03JCM/2001 06:46 PM 

From: Cart E Bass, Houston, 237 / 2314 

Subject Enron 


I know you did not ask for this but I believe you should be at least have a version of what I Know about this 
Enron "thing" from me. You may share this with anyone you deem appropriate — wo are after all partners 
In this Firm and should be able to have an open dialogue about issues, especially those that affect 
partners. In addition, it appears that I have been the subject of some oonversatiOT and no one has 
discussed this with me directly. So treat this as my own New York Times OpEd piece, expect we are not 
discussing Presidential pardons. 

The Enron "thing" with me 

With regard to this "thing," I beTieve that several points need to be made. Thera appears to be some sort 
of assertion that I have a 'problem' with Rick Causey or someone at Enron that results in me having soma 
caustic and inappropriate slant in dealing with their questions. You may recall that when I joined the PSG 
on December 1 , 1 999, Dave Duncan had requested SOO-750 hours of my time on Enron specific 
consultation. At the time. I/we was/were told that this was cleared with the dIenL If in fact I had some sort 
of "problem," one would have though that would have surfaced at that time. The cfient would have vetoed 
such an anangamertL In fact, I was told this was sold to them. Logic would also seem to dkdats that if 
there was some sort of 'problem,' ! would have been removed as one of the engagement partners, much 
less been placed on it to begin with. Beiieve me. If I had some ’problem,’ I would have never requested to 
have been put on the erigagement given the ttompiexity and challenges that that engagement entaiis. So 
any notion that there is some sort of long, deep seeded animosity needs to be ttispelled as it sanply is not 
true - nor do the bets warrant it I should also note that I have gone to great lengths to get Cau^ in 
front of standard setters. For example, I was able to get Causey to be a guest at the-ETTF meeting when 
tolling agreements were discussed because they had a vested interest in the aotounting for those 
transactions. If I had some sort of ax to grind. I would not have even orohestratad that 

With regard to the yearend issues that apparently triggered this "thing with me." lets go through them one 
by one. Agaitr. vere was' otaloguerun process here uistl was not party to but apparently 1 have some sort 
of "problem" hare. ■ ‘ ' 

1 . Blrxikbustar transactian — Roger WiOard and Clint Carlin approached me for about 1 S mintjti» one 
afternoon to discuss two things. Or>e. whether an interest in joint venture could be securitized and two. 
what are Ihe requirements to be a joint venture. With respect to the first question, I sard yes as long as it 
is accounted for on the equity method. We then di s cuss e d the requiiements of a Joint venture. Including 
the fact that it had to be a business. The original Blockbuster transaction was simply where Enron was 
going to contribute this contract and the other party was going to contribute systems and expertise to 
deliver this product to households. I received one other question from Clint Carlin, dealing with some puts 
and calls. About two months later Roger Willard asked whether the equity needed to be 3% of fair value 
or book value. At that time I was told that they were going to have some tSO million gain on the sale of ~ 
this venture interest immediately after the contract was signed and the venture was entered into. 
Furthermore, the other venture partner was not contributing anything. At that time, both you and I had 
expressed some concern about this deal. It should be noted that despite all of the tiinnoil over this, we 
(PSG) did not abject to this transaction ss it appeared to meet the technical requaemerrts of Statement 
125. We relied on the engagement team to address both Ihe definition of a business and the valuation 
issues of immediate gain. The cSentis proposed accounting nonetheless was sustained. At that time, I 


AAHEC(2) 03471.2 
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was aware of another securitizatjcn In which the dient had provided a side agreement to guarantee the 
3% residual equity at risk with' the same courrterparty in this transaction. Afthough it is not my jot> (which I 
acknowtedged to the engagement team), ( did suggest confirmation as an audit procedure. ) befieve 
knowledge of this ^d prompt us over a weekend to have the engagement team invoive various levels of 
practice directors in this decision. In effect this was a very risky' transaction and we did not believe that 
the PSG should solely be in on this without others.' 

With respect to the infamous 4:1 test they did not fdSow our advice on this. I did ackncwfedge severe 
times wi^ the engagement team that alth^gh our test is grounded in GAAP, 'we did make it up and it is_ 
no where to be found in the accounting literatura. 

2. Networks transaction - Tom Bauer invofved me on this transa^a It was similar to the one above but 
did invoive the sale of an existing Enron business threugh a securitization transactioa This was probably 
the nth step of a series of permutations of this transaction that i had been involved in since November. 

The only issue on this came after the deal had been signed. This was one of those deals where 
Enron contributed a business worth $100. A bank contributed cash totaling $100. The bank did this 
through an SPE whereby the residual equity holder contributed $3 and the debt holder contributed $97. I 
was asked after the deal had been sigrr^ whether that was OK. We had discussed this issue a lot within 
the PSG and had in fact had a dient issue with the SEC'af^g'these lines, in addition, we' discussed 
this issue with the Enron engagement taam last summerltT'^lch they documenti^ the 'condusion that" 
the equity person would have had to contribute $S. I urvterstand now that the gain on that transaction was 
$100 million. In addition, other Enron transactions had be^ papitalized as we have suggested. 

The engagement team went back and had the equity holder cpntributo adcfitionai equity. The equity holder 
in this case was the LJM entity, a r^ted party because the CFO is the managing equity member. 

3. "Raptor* derivative trerisactions - Enron has entered into a series of compricatad derivatives with a 
related party (the CFO) in which this related party CFO Writes options to Enron to protect Enron's 
investments m varfous internet businesses. The capita} for the S PE is derived horn Enron cash settled 
derivatives that 'are European in that they cash settle at the end of the derivative life. I wffl honestiy admit 
that! haveajaded view, of these transactions and "dragged'myfeerinitiaJIy. This was in part due to an 
impainnarTt that Deb Cash had devised to keep these transactions honest. The yaarend issues deaft 
with the impairment test The engagementlaam had asked whetherthese various SPEs could be cross 
collataralized so that losses in one entity could offset losses in another. I told them that as tor^g as they 
were truly cross collateralized that seen^ OK. The .problem I was told was that the CFO had no reason 
to inject a loss on one vehicle. The cfients proposal that the vehicles be cross coOateraiized but if the 
there was a loss in one vehicle, the CFO had the option to remove the cross collataraSzation any time he 
chose to. Based on how the impainnent test was devised. I did not see any way tiiat this worked. In 
effect, it was heads ( wirx. tails you lose. The engagement team appeared to be spit on this - two 
partners M a problem with the cfiertfs proposed aosoun^q a^pne did not .In the end. however, the 
engagement team agreed with me as did toe Prac^-Directorr It was deeded by them to this feature 
before the release of the financiai statements. Gr>e thing to note was 1 was told that the client never 
agreed to the Impairment test to begin with. So the real issue that I thought had been addressed and 
resolved had never been resolved with the cHent 

One problem ! had with Raptor was that the original stiucture was one in which toe PSG was not 
ccnsultsd on. In that transaction, toe SPE had at risk only a nominal amount of equity (less than the 3S 
residual at ri^ of the notional value of an internet investment). Furtherroore the SPE was in a bankrupt 
entity so any loss on the derivative could notbe fonded by the SPE. I understood that there was a S1Q0 
million toss on an internet investment that otherwise should have been reported absent the derivative. At 
no time was PSG consulted on toe original stnjcture — we did attempt to make sure the subsequent 
structures were adequately capitalized. 

Those are the yearend issues. In total they represent about $150 miKlorv plus of income or avoided losses 
at yearend - and ail involved toe Practice Director. At no time did I ever have communtcation with the 
client on these iwues. All of my camrminicaticfts were solely with the engagement team. You can 
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understand men as to how I am perplexed as to how Che dient even knows I was consulted on with 
respect to these issues and how they believe I am too caustic and cynical svith respect to their transactions 
(see below). 

The only other issue that came up post yearend but affected 2000 was the Azurix impairment I was 
consult^ on an impairment issue at the Azurix levef. i told the engagement team that their facts were a 
little shaky but if they couW prove them then they had a position, ft was not. however, without risk. At the 
time, Azurix was going through a “going private" transactica The dient wanted to record an impairment in 
the fiMirth quarter. I was also consuftad on the impairment issue at the Enron level of its investment in 
Azurix You had told them about 6-9 mottts ago ftat 8-9 months was a good indicator of whether an 
impairment was permaneru with respect to that irrvestment I had repeated that advica post yearend but 
by then the irtvestment was under water for about 18 months, i told the engagement partner that it svas 
judgment — not realty PSG's call I was toW by him that "he had never communjeated the original advice 
to the dient and therefore he could not go^in and do so now." I was ted to believe that he went to his 
Practice Director. Again, not really our call. 


Apparently, part of the prodsss issue stems from the dient knowing all that goes on within our walls on our 
discussions with respect to their issues. I befeve that when we are either having discussions or have 
reached a decision, the FIRM has done so. The PSG only gives advice. The engagement partners and 
practice directors then reach a dedsion based on that advice as well as other considerations, but it is the 
FIRM that does so. We should not be communicating with the dient that so and so said this and I could 
not get this past so and so in the PSG. I learned that lesson the hard way when 1 was senior working for 
Gary Goolsby about 17 years ago. ] have first hand experience on this b^use at a recant EfTF meeting 
some lower level Enron empioyee-who was wth some else from Enron irftroduced herself to me by saying 
she had heard my name slot - "so you are the one that will not let us do something." I have been on 
calls where the EA has interrupted the call saying that so and so was waiting for an answer from me on 
this that or the other. In fact, the diertt'Called durtr^ a meeting on the Raptor derivative transactiorto 
between me. the Practice Director, ar>d the engagemerrt team. One of the partners told the £A that 
interrupted us that "ftiey were stjlt meeting with Carl" 

I have also noted a trend on this engagement that the question is usually couched along the Ones "will the 
PSG support this?" When a call starts out that way, it is my experience that the partner is struggling with 
the question and what the dient wants to do. But la^ managers have been posing their questions that 
way. 

let me propose an aitefnative. The engagement taam should prepare a memo documentirtg aO aspects 
of the transaction as well as the research that supports a condusion or the conflictir^g research that leads 
to the grayness. A/I too often (in fact, without exception), it has lately been a call from a manager with a 
iiowuiart arid we then thruugli-it to find the real issues: For example, within the past week - 

the dient proposed pladng a contract Into a "joint venture." An Interest in the Jdnt venture would then be 
sold for a 520-40 mflllon gain. The parties to the joint venture were the same parties to the contract 
There were no customers (the customer was the other "venturer"), no process, no busiriess. In fact the 
press release was dear that a contract was entered into. There is no mention of a joint venture. In effect, 
nothing was accomplished In this transaction except a sale of future revenues. The engagement partner 
agreed with my view and in fact had the same view. She was seeking concurrence. I was told they 
booked the transaction any way and that we will propose a PAJE. 

Once we condude on something, or render some advice, tfw engagement team should deliver that advice 
or conclusion as If It was their own. It is after all the engagement team’s responsibility to sign the opinion 
— not ours. 


02001 Arthur AnbefMn. AS RjgtTt»RM«rv*d. For Intamai Um Qnty. 
John E. Stawiit 
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Enron 

Summary Comments 


Continued Heavy Emphasis On Structured Transactions To Accelerate “Value" 
Creation And Realize Targets (Income, Balance Sheet, Cash Flow & Disclosure) 

• Numerous Open Issues On YE Transaction Execution . 

• Some Less Substantive Transacticms Need Further Work J 

• No Currently Known Significant Conceptual Disagreements 

• Transaction Working Environment Improved From 1998 


Heavy Use Of Structured Syndication Vehicles For 3*^ And 4'^ Qtr. Transactions 

• Condor • Yosemite 

• LJM • Others 

Significant Consultation On Structures And Related Transactions 

FAS 125 Transactions Less Significant Than 1998 But SHU Prevalent - Activity 
Evaluation In Order And In Process 


Credit Posture Appears To Be Improving 

• Moody's Positive Credit Outlook 

• Counterparty Insurance Activity 

Overall Internal Control Report To Audit Committee - Slight Improvement 

• Improvements Made And Continue To Be Made On Previously Identified 
Issues 

• Unique Past Year Issues (i.e. Y2K) And Pace Of Commercial Activity Making 
It Difficult To Gain Ground On An Overall Basis 

• EES And Systems Issues Emphasized 


Risk Management Issues . . 

• Finish Year End Transactions ' i' ' i ' 

• Manage Potential PAJE's With Client 


■jin 




Put Together Financial Position Picture 

- Evaluate Financial Position Risks 

- Balance Against Anficipated Disclosures 

Put Together Qualitative F/S Summary For Top Management And Audit 
Committee 

Keep Continued Pressure On Known Reporting And Disclosure Issues 

- Wholesale Segment Information 

- Related Party (Particularly LJM) InformaHon 

- Other (Prepaids, Etc.) 


U.S. Senate Permanent Subcommittee on Investigations 

EXHIBIT #74 
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Enron Communications Inc. 
December 16, 1999 
Enron Partner Meeting 


• Wholly owned subsidiary - Core Business' 

• Focus Areas of Business Operations 

1. eCommerce Services - CO/CEO Joe Hirko (Portland) 

2. Bandwidth and Network Services - CO/CEO Ken Rice (Houston) 

3. Technology and Operations - Rex Shelby (EIN. R & D) 

4 . Global Network Development - Steve Elliot 

• Financial Information (OOO's) 



1^31/97 

1:^31/98 

9 mos. 
ended 
9/30/99 

Assets 

$12 

$153 

$638* 

Liabilities 

10 

138 

477 

Equity 

2 

15 

161 

Revenues 

3 

8 

399* 

Gross Profit 

2 

4 

380 

Net Income (Loss) 

(2) 

7 

146 


•Includes MTM on Rhythms stock of S342 


• Business Model 

1. Monthly Recurring Revenue (MRR) business using epowered appbcations 

2. Bandwidth Trading 

• ECI Activities 

1, Building physical fiber and backbone development (Global) 

7 Pushing development of Bandwidth trading model 

3. Sale of IRU's (short-term) 

4. Investment in technology companies (merchant investments) 

• AA Activities 

1. Development of MTM Accounting Model for Bandwidth trading 

2. IRU sales accounting white paper/CFO Roundtable 


J:\44FL PM\Willaril\ECl_PtmsnitgJ21699.doc 
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Stoel Rives LL7 

Memorandum 


December 8, 2000 

TO: RICHARD SAJJDERS 

FROM: CHRISTIAN YODER AJ® STEPHEN HALL 

RE: Tisuiers’ Strategies in the Califomia Wholesale Power Markets/ ISO Sanctions 


COmmESriAL: ATTORNEy/CUENTPSmiEGE/ATTdSNEYWOMPROBVCT 


This memorandum analyzes certain trading strategies that Enron’s traders are using in the 
California wholesale energy markets. Section A explains two popular strategies used by Ihc 
traders, “inc-ing” Load and relieving congestion. Section 6 describes and analyzes other 
strategies used by Enron’s traders, some of which are variations on“inc-mg'' load or relieving 
coELgestion. Section C discusses the sanction provisions of the Caliibnua Indqsezulent Syston 
Operator ("ISO”) tariff. 

A. The Big Picture 

1. *lnc-ing” Load Into The Real Time Market 

One of the most fundamental strategies used by tiic trad^ is refened to as “'inching* 
load into the real time cnarkeL” According to one trader, tius is the ‘ oldest trick in the book’ 
according to several of the traders, it is now being used by other market participants. 

To understand tiiis strategy, it is important to underatand a little about die ISO’s real-time 
market^ One responsibility of die ISO is to balance generation (simply) and loads (dcmaoid) on 
the California transmission system. During its jeal-tune energy balancing function the ISO 
p^s/charges market participeait& for increasing/decreasing their generation. The KO 
pays/charges market participants under two schemes: “instructed deviations” and “uninstructed 
deviations.” Instructed deviations occur when tiie ISO selects si^lonratal enej^ bids from 
generators offering to supply energy to the market in real time in response to ISO instructions. 
Market participants that increase their generation in response to instructions (“instructed 
deviation”) &om the ISO are paid the ‘%lc” price. Mai^ participants that increase their 

' The ^‘real-time” energy market is also known as the imbalance energy market, The 
imbalance energy market can be further subdivided into the (1) supplemental en^gy or 
instructed deviation market and (2) the ex post market or unmstructed deviation market. 


TJ.S. Senate Permanent Subcommittee on Investigations 
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generation without an instruction from the ISO (an “uninstmeted deviation”) are paid the cx post 
“dec” price. la real-time, the ISO issues insliuctioiis and publishes ex post prices ^ ten-minute 
intervals. 

“‘Inc-ing load* into the real-time market*’ is a strategy that enables Bnron to send excess 
generation to tee imbalance energy market as an uainstmeted deviation. To participate in tee 
imbalance energy market it is necessary to have at least L MW of load. The reason terteis is 
that a generator e^ot stteedule energy onto tee grid without having a corresponding load. The 
ISO requires sdieduling coordinators to submit balanced schedules; i,e., genoration must equal 
load. So, if load must equal generation, how can Enron end wite excess generation In tee 
real-time maricet? 

The answ^ is to artificially increase C^inc”) tee load on the schedule subnutted to the 
ISO. Then, in real-time, Enron sends the generation it scheduled, but does not take as' much load 
as scheduled. The ISO’s meters record that Enron did not draw as much load, leaving it with an 
excess amount of generation. The ISO gives Enron credit for the excess generation aod pays 
Enron the dec price multiplied by the number of excess megawatts. An example will 
demonstrate this. Enron will submit a day-ahead schedule showing 1 OOO MW of generation 
scheduled for delivery to Enron Energy Services (“EES”). The ISO rocftves tee schedule, which 
says “1000 MW of generation” and “1 000 MW of load.” The ISO sees that the schedule 
biJancBs and assuming there is no congestion, schedules nansmission for this ixansaction. In 
real-time, Enron sends 1000 MW of generation, but Enron Energy Services only draws 500 MW. 
The ISO’s meters show that Enron made a net contribution to the grid of 500 MW, and so tee 
ISO pays Enron 500 times tee dee price. 

The traders are able to anticipate when the dec price will be tevorable by comparing the 
ISO’s forecasts wite their own. When the traders believe that the ISO’s forecast underestimates 
tee expected load, they will ine load into tee real time market because they know teat the market 
will be short, causing a lavorable movement m real-time ex post prices. Of course, the much- 
criticized strategy of California’s investor-owned utilities (*'10U$”) of underscheduling load in 
tee day-ahead maricet has contributed to the zeal-tinie market being short The traders have 
learned to build such undeischedulitxg into thrir models, as welL 

Two other points bear mentioning. Although Enron may have been tee first to use this 
strategy, others have picked up on it, too. I am fold teis can be shown by looking at tee ISO’s 
real-time metering, which shows that an excess amount of geceration, over and above Enron's 
contribution, is makti^ it to tee imbalance market as an uninstrueted deviatirm. Second, Enron 
has performed this sendee for certain other customers for which it acts as scheduling 
coordinator. The customers using this service are companies such as Powerex and Puget Sound 
&iergy'(“PSE”), teat have generation to sell, but no native California load, Because Enron has 
native California load terou^ EES, it is able to submit a schedule incorporating tee generatioi^ 
of a generator like Powerex or ?SE and balance tee schedule with "dummied-up” load' fiom 
EES. 


hiterestingly, this strategy appears to benefit tee reliability of the ISO’s grid. It is well 
known the California lOUs have systematically undorseheduled teeir load in the PX’s Day- 


2 
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Aliead maiket. By undeischeduling tbek bad imo die Day-Ahe^ market, die lOUs have caused 
(he ISO to have to call on energy in real time in order to keep toe transmission system in balance. 
In other words, toe transmission grid is short energy. By deliberately overscheduling load, 

Enron has been offsetting toe ISO’s real tune energy deficit by si^plying extra energy toat the 
ISO needs. Also, it shottid be noted that in the ex post market Enron is a ‘^lice taker,** meaning 
toat they are not submitting bids or offers, but are just being paid toe value of toe energy that the 
;SO needs. IfthelSO did not need the energy, toe dec price would quickly drop to SO. So, toe 
fact that Enron was getting paid for this energy shows toe ISO needed toe energy to balance 
toe transmission system and offset the lOlTs underscheduling (if toose parties own Fitm 
Transmission Ri^its CTTR”) over toe path). 

2. Relieving Coogeetioa 

The secoiui strategy used by Enron’s traders is to rdieve system-wide congestion in the 
real-time market, which congestion was created by Enron’s traders in the PX’s Day Ahead 
Market In order to relieve transmission congestion (te., the energy scheduled Tor delivery 
esxceeds the capacity of the transmission path), toe ISO makes payments to parties that eith^ 
schedule tiUDsmission in the opposite direction (’’counterflow payments”) or toat singly reduce 
their generatiozi/load schedule. 


Many of the strategies used by toe traders involve structuring trades so that Enron gets 
paid toe congestion charge. Because toe congestion charges have been as high as S750/MW, it 
can often be profitable to sell power at a loss sis^Iy to be able to collect the congestion paym^it. 

B. Representative Trading Strat^es 


The strategies listed below are examples of actual strategies used by the traders, many of 
which utilize toe two basic principles described above, In some cases, the strategies axe 
identified by the nicknames toat the traders have assigned to them. In some cases, i.e., ’Tat 


Boy, Enron s traders have used these ni|ck7unies wito traders from otoer con:^aiues to identic 
these strategies. 


1 . 


Export of California Power 




\ iSU- 


a.. As a result of the price caps in th dKCJ nd ISO (currently S2S0), Enron has been 

able to take advantage of arbitrage opportunities by buying energy at the PX for 
ei^ort outside California. For example, yesterday (December 5, 2000), prices at 
Mid-C peaked at S1200, while California was e^ped at S250. Thus, traders 
could buy power at S250 and sell it for SlZOO. 


b. This strategy ^eais not to present any problems, other than a public relations 
risk arising fiom the foci that such exports may have connibuted to California’s 
declaration of a Stage 2 Emergency yesterday. 


2. “Non-firm Export” 


3 
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a. The goal is to get paid for sending energy in die opposite direction as the 
constrained path (counterilow congestion payment). Under the ISO’s tariff 
scheduling coordinators that schedule energy in the opposite direction of the 
congestion on a constrained path get paid the congestion charges, which are 
charged to scheduling coordinaiois scheduling energy in the dire^on of the 
constraint At times, the value of ttie congestion payments can be greater the 
value of the energy itself. 

b. This strategy is accomplished by scheduling non-fim energy for delivery ftom 
SP-25 or NP-15 to a control area, outside Cali&mia. This energy must be 
scheduled three hours before delivery. After two hours, Enron gets paid fee 
counterflow charges. A ti^cr then cuts the non-firm power. Once the non-firm 
power is cut, the congestion resumes. 

c. The ISO posted notice in early August prohibiting this practice. Enron’s traders 
stopped this practice immcdlafely following the ISO’s posting. ‘ 

d. The ISO objected to fee fact feat fee goierators were cutting the non-finn energy. 
The ISO would not object to this transaction if the energy was eventually 
exported 

Apparently, fee ISO has heavily documented Enron’s use of this strategy. Therefore, this 
strategy is the more likely than most to receive attention from the ISO. 

2, “Deafc Star” 

a. This str^gy earns money by scheduling transmission in the opposite direction of 
congestion; i.e., schedule transraission north in the summertime and south in fee 
winter, and then collecting the congestion payments. No energy, however, is 
actually put onto the gri<^ or taken oiT. 

b. For example, Enron would first import non-fijni energy at Lake Mead for export 
to the Califomia-OregOQ. border (“COB”). Because the energy ia traveling in fee 
opposite direction of a constrained line, Enron gets paid for the counterflow. 

Enron avoids paying ancillary service charges for this wqrait because fee 
cnerp^ is non-fiira, and fee ISO tariff does not require fee purchase of ancillary 
services for non-firm energy. 

c. Second, Enron buys transmission from COB to Lake Mead at tariff rates to serve 
fee import. The transnussion line from COB to Lake Mead is outside of fee SO’s 
control area, so fee ISO is unaware that the same energy being expoited from 
Lake Mead is aimultancously being imported into Lake Mead. Similarly, because 
fee COB to Lake Mead line is outside fee ISO’s control area, Enron is not subject 
to payment of congestion darges because transmission charges for fee COB to 
Lake Mead line are assessed based on imbedded costs. 
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d. Tfaf ISO probably cannot readily detect this practice because the ISO only se^ 
wh^ is h^pening inside its control area, so it only sees half of the picture. 


e. The act effect ofthese transitions U that Enron gets paid fisrniovmg energy to 
relieve congestion without actually moving any energy or relieving any 
congestion. 


3. “Load Shift” 

a. This strategy is applied to the Day-Ahead and the real-time markets. 

b. Enron shifts load fiom a congested zone to a less congested zone, tixer^ earning 
payments for reducing congcslion, Le., not using our FTRs on a constrained path. 

c. This Strategy requires that Enron have FTRs connecting the two’zones. 

d. A trader will oversdbedule lo^ in one zone. ie.. SP-15, and undenchedule load 
in another zone, i.e., KP-IS. 

Such scheduling will often raise ibs congestion price in ^ zone where load was 
overscheduled. 

The trader will then “ shift ” tlu overscheduled 'Toad” to the other zone, and get 
paid for the unused FTRs. The ISO pays the congestioD charge (if ttiere is one) to 
market participajiLts that do not use QieirFTRs. The eftect of this action is to create 
the appearance ef congestion through deliberate overstatecnent of loads, which 
causes the ISO to charge congestion charges to supply scheduled for delivery in 
die congested zone. Then, by reverting back to its true load in the respective 
zones, Enron is deemed tq have relieved congestion, and gets paid by the ISO £» 
so doing. 

e. One concern hoe is that by knowingly increasing ftie congestion costs, &iroQ is 
efifectively increasing the costs to all market participants in the real time market. 

f. Following this strategy has produced profits of approximately S30 rmllion for FY 
2000 . 

4. “Get Shorty” 

a. Under this strategy, Enron sells aacillaxy services in the Day-ahead market. 

b. Then, the next day, in the real-tinie market, a trader “zeroes ouf * die ancillary 
services, i.e., cancels the commitment and buys ancillary services in the real-time 
market to cover its position. 
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c. The profit is made by shorting the ancillary services, i.c., sell high and buy back 
at a lower price. 

d. One concern here is that the traders are ^plying to strategy without having the 
ancillary services on standby. Ihe traders are careful, however, to be sure to buy 
services right at 9.*00 ajn. so that Enron is not actually called upon to provide 
ancillary services. However, once, by accident, a trader inadvertently failed to 
cov^, and the ISO on those ancillary services. 

e. This strategy might he characterized as “p^er trading,” because the seller does 
not actually have the ancillary services to s^. FERC tecently .dcnied Morgan 
Stanley’s request to paper trade on the New York ISO. 

The ISO tariff does provide for situations where a sch^uling coordinator sells' 
ancillary services in the day ahead market, and then reduces them in the day-of 
market. . Under these circumstances, the tariff simply requires that the scheduling 
coordinator replace the capacity in die hour-ahead market. ISO Tariff, SBP 5.3, 
Buy Back of Ancillary Services. 

f. The ISO tariff requires that schedules and bids for ancillary services identify the 
^ecific generating unit or ^tan unit, or in file case of external imports, the 
selling entity. As a consequence, in order to short the ancillary services ii is 
accessary to submit false mfoixoation ttiat purports to identify the source of the 
ancillary services. 

5. "Wheel Out” 

a. This scraiegy is used when fiie interries are set to zero, i.o.. completely 
constrained. 

b. First, knowing that the intcitic is completely constrained. Enron schedules a 
transmission flow through the astern. By so doing, Enron earns fiie congestion 
charge.. Second, because the line’s capacity is set to “O." the traders know that 
any power scheduled to go through the inter-tie will, in fact be cut. Therefore. 
Enron cams the congestion couaterflow payment without having to actually send 
energy through the intertie. 

C- Afi a rule, die traders have learned fiiat money can be made throu^ congestion 

charges when a transmission line is out of service because the BO will never 
schedule an energy delivejy because the intertie is constrained. 

6. “Fat Boy” 

a. This strategy is described above in section A (1). 

7. "Ricochet” 
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a. Enron buys energy from the PX in the Day Of marked and schedules it for expcm. 
The energy is sent out of Califomia to another party, which charges a small lee 
per MW, and then Enron buys it back to sell the energy to the ISO real-tune 
market. 

b. The effect offriis strategy on market prices and si^ly is complex. jPust^itis 
clear that Enron’s intent under this strategy is solely To arbitrage the spread 
between the PX and the ISO, and not to serve load or meet contractual 
obligations. Second, Ricochet may increase the Market Clearing Price by 
increasing the demand for energy. (Increasing the MCF does nor directly benefit 
Enron because it is buying en^gy from the PX, but it certaioly a2ects bfiier 
buyers, who must pay the same, higher price.) Third, Ricochet ^eats to have a 
neutral effect on st^ly, because it is letuming the exported energy as an import. 
Fourth, the parties that pay Enron far supplying energy to the real time cx post 
market are 'Ae parties that underschedule^ or und^estimated their load, i e the 
lOUa 

3. Selling Kon-firm Energy as Finn Energy 

a. The traders commonly sell non*firm energy to the PX as “firm.** “Finn energy,” 
in this context, means that the energy includes ancillary services. The result is 
that the ISO p^s EPMI for ancillary services that Enron claims it is providing, 
but does not in fact provide. 

b. The traders claim mat "everybody does this," especially for irr^jorts from the 
Pacific Northwest into California. 

c. • At least one complaint was filed with the ISO regarding Enron’s practice of doing 

this. Apparently, Arizoiu Public Service sold non-firm energy tq Enron, which 
turned around and sold the energy to the ISO as firm. APS cut the enetgy flow, 
and then called the ISO and cold the ISO what Enron done. 

9. Scheduling ^ergy To Collect die Congestion Charge H 

a. Jn order to collect the congestion charges, tire traders may schedule a counterflow 
even if they do not have any excess gcaeratioD. la real time, the ISO will see feat 
Enron did deliver the energy it promised, so it will charge Enron the inc price for 
each MW &iron was short. The ISO, however, still pays Enron the congestion 
charge. Obviously a loophole, which the ISO could close by sinq>ly failing to pay 
congestica charges to entities feat failed to deliver fee energy. 

b. This strate^ is profitable whenever fee congestion charge is sufficiently greater 
than the price c^. In other Words, since the ex post is cappoi at $250, whenever 
the congestion charge is greater than $250 it is profitable to schedule 
counterflows, collect the cemgestion charge, pay the ex post, and ke^ the 
difference. 

C. ISO Tariff 
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The ISO tariff prohibita “garaicg,** wtuch it defhtss as follows: 

“Gaming,” or taking unfeir advantage of the rales and proeeduies set forth in the 
PX or ISO Taiifis, Protocols or Activiiy kales, or of transmission constraints in 
period in which exist suhstantial Congestion, to the ddriment of the efEciency of 
and of consumers in, the ISO Maritets. “Gaming” also include taking undue 
advantage of other conditions that may affect the availability of transmission and 
genetahon edacity, such as loop flow, facility outages. level of hydropower 
output or seasonal limils on enagy inerts 6om out-of-state, or actions or 
behaviois that may otherwise renda the system and the ISO Markets vulnerable 
to price manipulation to the detriment of their cfiBcicncy.” ISO Market 
Momtoiing and Infoimatiap Protocol (“MMIP”), Sectian 2. 1 J. 

The ISO tanff also prohibits “anomalous marka behavior,” which includes ^hmusiral trades or 
transaebons”; ‘^eing and bidding patterns that are inconsistent with prevailing supply and 
demand conditions”; and “unusnal activity or ciroumstances relating to ingjorts ffom or exports 
to other marksts or exchanges." MMIP, Section Z 1 .1 et serj. 

Should it discover such activities, the ISO tariff provides that the ISO may take the 
following action; 

1. Pnblicize such activities or behavior and its recommendations thereof, “ta 
whatever medium it believes most appropriate. " MMIP, Section 2.3Z (enrphasis 
added). 

2. The Market Surveillanee Unit may recommend actions, including fines and 
suspensions, against specilie entities in order to deter such activities or behavior 
MMIP, Section 2.3.2. 

3. With r^ect to allegations of gaming, the ISO may order ADR procedures to 
determine if a particular practice is better characterized as improper gaming or 

"legitiniate aggressive competition.” MMIP, Section 2.3.3. 

A In cases of “smous abuse requiring eiqreditious investigaticn or action” the 
Ma^et SurveiUmce Unit shall refer a matter to the ^propiiate regulatory or 
antitrust enforcement agency. MMIP, Section 3.3.4. 

5 . Any Market Participant or interested entity may file a complamt with the Market 
Surveillance Unit Following such complaint the Market Surveillance Unit may 
“carry out any investigation that it considers appropriate as to the concern raised” 
MMIP, Section 3,3.5. 

6- The ISO Governing Board may impose “such sanctions or penalties as it "believes 
necessary and as are pennitted under the ISO Tariff and related protocols 
approved by FERC; or it may refe the matter to such regulaioiy or antitrust 
agoicy as it secs fit to recommend Qie in^>ori1ion of sanctions and penalties “ 
MMIP, Section 7 J. 
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Fron: Vance, SeCh [FI] ( saCh . vanceSasnvb . coml 
Sent: Thursday, October 25, 2001 3:46 AM 
To; Fastow, Andrew 


hang in there — the news will subside and I’m sure when the facts are out, it 
will be clear that everything you did was approved by the board. 

Shareholders will sue over anything when they loess as much as they 

have locks like they are grabbing for anything and everything. I guess 

Jeff S. and Cliff B. timing of leaving Enron could not have beer, better — ? 

Kow can I get ahold of you? I have a home number of do you 

have a home e-mail address? 

Seth 


Seth Vance 
Managing Director 
Fixed Incoras 

Schroder Salomon Smith Barney 

Citigroup Centre 

33 Canada Square 

London E14 5LB 

Tal: +44(0)207 986 8988 

Fax: +44(0)207 986 1911 

e-.-nail : seth. vanceSssmb . com 

The information being transmitted by this electronic message may constitute 
information that is privileged or confidential and may also be subject to 
contractual or other confidentiality provisions which extend to you and with 
which you must comply. Unauthorited recipients are not authorized to 
retain, read, copy or disseminate this message or any part of it. If you , 
are not an authorized recipient, or believe you may have received this 
message in error, you should notify the sender by return e-mail and delete 
this e-mail immediately. 
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PRIVILEGSD AND CONFiDENTiAL 
ATTORNEY -CLIENT COMMUNICATION 
ATTORNEY WORK PRODUCT 

draft 

MEMORANDUM 


TO: Enron Files 

FROM: Steven Rosen 

DATE: January S, 2002 

Interview of Herbert S. Winokur, Jr. 


' On January S, 2002, William McLucas, Chuck Davidow, Joseph Brenner, Stuart 
Delery, and Steven Rosen of Wilmer, Cutler & Pickering (“WCP”) and John Sullivan of Deloitte 
& Touche (an accounting firm retained by WCP), spoke with Herbert (Pug) Winokur, a director 
of Enron Corp., at WCP's offices in New York to gather information firom him in order to allow 
WCP to provide legal advice to the Special Committee of Enron's Board of Directors. Winokur 
was represented at the interview by W. Neil Eggleston of Howry, Simon Arnold & White and 
Kathy Patrick of Gibbs & Brum. Williams Powers and Raymond Troubh of the Special 
Committee were also present. 

‘ This memorandum has been prepared by counsel iir anticipation of possible litigation 
arising from a Securities and Exchange Commission (‘'SEC") investigation and any parallel or 
related proceedings. This memorandum incorporates the mental impressions, analyses and 
opinions of counsel. As such, this memorandum is intended solely to assist counsel in providing 
legal representation and advice to the Special Committee of Enron's Board of Directors, and is 
not intended to provide a substantially verbatim recital of Winokur's statements. The intervtcw 
was based on WCP's understanding of the facts and review of documents as of the dam of the 
interview.' Furthermore, Winokur has not reviewed this memorandum. Therefore, this 
memorandum may contain inaccuracies and the following discussion of certain events may be 
incomplete or lack context. 

At the outset, Davidow explained drat WCP represented the Special Committee appointed 
by the Board to investigate certain transactions between Emon and related parties, and we were 
speaking to him as part of that investigation. Davidow stated that we did not represent Enron s 
officers or employees, including him, that, in our view, the conversation was privileged but it 
was the Special Committee’s (or Enron’s) privilege, and that the Special Committee or Enron 
could decide what to do with the privilege, not him. Davidow stated that Winokur should 
anticipate that anything he told us could be communicated to others, such as the Board, others 

associated with Enron, and the Government. 

Davidow emphasized that Winokur should indicate when he was giving his recollection 
and when he was speculating or surmising. Davidow asked Winokur to differentiate between 
information he learned through his contemporaneous work on the Board and information he 
learned through his work on the Special Committee. Davidow also stated that Winokur should 
feel free to refer to any documents needed to refresh his recollection. 
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Background 

Winokur graduated from Harvard University in 1964. He also received his PhD from 
Harvard. From 1966 until 1 969, he worked at the Pentagon in the Office of Systems Controller 
and one other office. After working at the Pentagon, he co-founded and did consulting work for 
the Intercity Fund (which became ICF), until 1973. Winokur then worked at Penn Central and 
its affiliates until 1977. From 1977 until 1979 or 1980, he worked for Palmay Co. and then 
managed David Murdock's investments until 1983. He then returned to Perm Central as Senior 
Executive Vice-President and Director until 1987. From 1987 until the present, he has worked at 
Capricorn. Winokur has no accounting background. 

Winokur worked with Ken Lay at the Pentagon in 1969 and 1970. When Lay became 
Chief Executive Officer of Houston Natural Gas, he reorganized its Board. Winokurjoined the 
Board in 1984 or 1985 as part of that reorganization. Winokur has not held any other position 
with Enron. Ho.^ever, a small portion (.16%) of the sales of Natco, a company in which 
Capricorn invested, was to an Enron subsidiary. Natco went public in January 2000 and the 
Enron subsidiary has been partially spun-off. 

Winokur has been the head of the Finance Committee for approximately eight to ten 
- years. When there were larg^rading losses, the Office of the Chainnan or the Chief Risk 
Officer would give him an early warning., which happened on a small number of occasions. To 
prepare for Finance Committee meetings, Winokur would speak with Andrew Fastow and Rick 
Buy (on occasion he would speak with their subordinates) to go over the meeting agendar 

Winokur would typically review draft minutes carefully. The Finance Committee would 
be given minutes from their previous meeting and would discuss them. Winokur would suggest 
changes if he noticed any inaccuracies. 

The members of the Finance Committee with financial experience are Winokur, Norman 
Blake, Robert Belfer, and Frank Savage. Paulo Ferraz is a banker and Jerome Meyer is in 
operations. John Urquhart has less finance experience then some of the other committee 
members. 

Board consideration of significant transactions 

The Board must review and approve transactions that exceed certain thresholds. These 
thresholds have changed over time. At present, any transaction equal to or greater than S75 
million must be presented to the Board. Typically, such transactions are first brought to the 
Finance Committee for discussion and possible recommendation to the full Board. The Office of 
the Chairman has authority to approve transactions between S25 million and $75 million, as long 
as the transactions are continuations of a current business. Deals that are not continuations of a 
current business and that are over S25 million must be presented to the Board. Authority to 
approve transactions under S25 million has been delegated to the business units. 

Fastow 
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Winokur considers Fastow to be a smart individual. Based upon his personal experience 
and the experiences of people that he knows, Winokur had no reason to doubt Fastow’s intenrity 
or trustworthiness. He has never heard that Fastow pressured banks or other financial 
institutions to invest in his partnerships. 

Familiarity with SPE’s 

Winokur only became familiar with SPEs through his work at Enron. He does not recall 
when he first became aware of the use of SPEs, but he does recall JEDI, which at the time he 
knew as an "off-balance-sheet entity." He saw SPEs as being the same as off-balance-sheet 
entities. He was somewhat familiar with off-balance-sheet entities through his previous- business 
experience. 

Chewco and JEDI 

Winokuris first recollection of Chewco is reading about it in the October 2001 Wall 
Street Journal article. He has no recollection of hearing about Chewco in 1997. Davidow 
showed Winokur the minutes of the December 9, 1997 meeting of the Enron Board, stating "the 
Executive Committee approved ... the buyout of [CalPERS] interest in [JEDI]." Winokur 
recalls the buyout of the JEDI partnership but he does not recall that specific discussion at the 
December 1997 Board meeting. 

Winokur does not recall any conversation regarding Fastow’s or KoppePs involvement 
with the buyout of CalPERS interest. He would have expected that their involvement would be 
brought to the Board's attention because conflict of interests should not occur without full 
disclosure to and discussion by the Board. After Brenner noted that the Enron Code of Conduct 
provides that conflict of interest transactions must be approved by the Office of the Chairman, 
Winokur reiterated that he expected that any material involvement by an employee in a conflict 
of interest transaction would be raised and aired with the Board. Winokur first heard of KoppePs 
Chewco conflict in the Wall Street Journal article. 

Brenner stated that an individual recalls that there was a glitch in the bridge loan and that 
Winokur was told of the problem because he was head of , the Finance Committee. Winokur 
knows of this contention through his work on the Special Committee, but has no recollection of 
meeting or speaking with Kopper about a glitch in the bridge loan. If this issue were to be raised 
with Winokur, Kopper's supervisor, and not Kopper, would speak with him. Winokur has no 
recollection of Kqppeps supervisor addressing this issue with him. 

Winokur has no recollection of Enron’s buyout of Chewco’s interest in JEDI. Given what 
he has learned through his work on the Special Committee, he would have expected management 
to inform the Board of this transaction. Like any significant transaction involving an employee 
with a conflict of interest, the Chewco buyout should have been brought to the attention of the 
Board, or at least a committee of the Board. 

LJMl 
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Winokur first learned of LJMl in the middle of 1999. Although Winokur does not recall 
the timing of events, Fastow and Jeffrey Skilling presented to the Board, either together or 
separately, the possibility of Enron using shared forwards for hedging and bridge transaction by 
setting up a vehicle and using the forwards as credit support. They stated that, while it would be 
possible to get outside capital, it would be faster and cheaper if the counter-party was related 
because it would understand the transaction. Winokur does not recall any discussion that UMl 
would be a vehicle for multiple transactions and he believed that it was only for one transaction. 
Winokur does not recall speaking about LJMl with Fastow or Skilling outside of Board and 
Finance Committee meetings. 

Winokur does not recall Lay being involved with UMl at this time. Winokur did not 
discuss LJMl with Lay outside of Board and Finance Committee meetings. Winokur believes 
that Lay understood the transaction when- UMl was discussed with him. Skilling was much 
more involved than Lay with day-to-day matters. 

Winokur^ impression was that Arthur Anderson ("AA") wasJeeply involved with all 
accounting and audit aspects of setting up UM. Enron paid AA a lot of money to do an 
integrated audit and they were very involved when Eruon structured transactions that involved 
complex consolidation issues. Winokur had no discussions with AA about UMl or LJM2. 

Prior to working on the Special Committee, he was not involved in any meetings attended by AA 
where LJMl or LJM2 were discussed. He had direct contact with AA during one or two 
meetings on other matters. 

Davidow showed Winokur the minutes of the June 28, 1999 Special Meeting of the 
Board. Winokur generally recalls a discussion of LJMl at the June 1999 meeting, but does not 
recall the specifics of that discussion. He recalls that they discussed that the purpose of LTMl 
was to use the appreciation in Enron stock to hedge the volatility in Rhythms. The Board was 
told that employees with a conflict of interest would have no stake in value associated with a 
change in the price of Enron stock. The transaction was presented so as to portray the conflict 
and the approval process as mechanical. 

The Board was also given the impression that these would not be lucrative transactions 
for Fastow. Winokur understood that Fastow would get a return, but, because Fastow stated that 
he would not be spending much time on UM, Winokur believed that Fastow's return would be 
small relative to his Enron compensation. Winokur does not recall any discussion of the amount 
of Fastow's compensation. He focused on the need to avoid a link between Fastow’s return and 
any change in Enron’s stock price. There was no discussion at the June 1999 meeting of 
safeguards or procedures that would be put in place for UM transactions. 

Winokur does 'not recall any discussion at the meeting concerning who would negotiate 
with Fastow on behalf of Enron. Davidow pointed out the resolutions authorizing Lay and 
Skilling to negotiate on behalf of Enron. Winokur stated that the resolutions would be the type 
of action the Board would take. Winokur does not recall negotiations concerning setting up 
LJMl actually occurring and he received no report about the resulting transaction beyond 
notification that it had closed. There were discussions about the disclosures that would be 
required, but Winokur is not sure if those deliberations occurred during the June 1999 Special 
Meeting. 
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In general, Winokur believed that LIMl would be used for a single transaction with a 
specific purpose and, although the transaction would have an unusual quirk (the conflict), Enron 
had a good reason for using UM, they had a fairness opinion, and Lay and Skilling would 
negotiate if necessary. Winokur understands the advantages of deconsolation as being a way to 
move debt off Enron's balance sheet and a way to hedge. Enron's goal was to maximize earning 
per share and retum-on-equity while remaining within certain guidelines and, to the extent that 
debt is off-balance-sheet, this goal would be furthered. 

Davidow pointed out a reference to Cuiaba in the materials attached to the minutes of the 
June 1999 Special Meeting. At the WCP interview, Winokur was not sine what the reference 
meant, but he is familiar with the asset. After the Special Meeting, he learned that Enron sold its 
interest in Cuiaba to UM. Winokur does not recall what he was told about the purpose of selling 
Cuiaba to LJM. - . 

UM2 

Winokur first learned of LIM2 during a presentation made by Fastow. Fastow stated that 
Enron had a need for continued access to third-party capital. Enron had limited ability to engage 
in transactions that would be on the balance sheet. Therefore, there was a benefit to keeping 
them off of the balance sheet. The Board’s discussion centered not on whether Enron should 
engage in such transactions, but instead on whether Enron should engage in the transactions with 
a conflicted entity. Winokur did not expect Fastow-to come to him, as Chairman of the Finance 
Committee, prior to making this type of presentation to the Board. 

All of the Board members had some unease about UM2. The issue was not hotly 
contested but all the members had concerns and asked questions. Winokur can not recall exactly 
which members voiced dissent. However, they were all persuaded that the potential benefits 
outweighed the risks and agreed that Enron should proceed. Winokur does not recall any Board 
member dissenting when the final decision was made. 

UMI/LJM2 

Looking at the'references to discussion regarding LJMl and LJM2 in the minutes of the 
October 11, 1999 Finance Committee meeting, Winokur stated that he believes that most or all 
of the Committee members would have expressed their views on LJMl and LJM2, Blake, 
Duncan, and Winokur did so. Others may have done so also. The benefit of using UM was that 
the transactions could be done quicker and cheaper than if they were executed with third parties 
that were not familiar with the assets. The downside was that they would have to impose 
procedures to mitigate the conflict. 

Winokur does not recall being told at the time that UM would receive $41 million 
shortly after it had invested $30 million in the Raptor vehicles. Winokur believes that if he had 
been told this fact, he would have said something. If LJM's return were greater than the return 
on a typical bridge fund, Winokur would have spoken up. — 

Prior to working on the Special Committee, Winokuris understanding was that the 
Service .Agreement was for rent, telephone service, and other ministerial services. He did not 
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believe that the Service Agreement entailed the use of Enron employees except in an "overhead" 
sense. In fact, Winokur believed that no Enron employees would work for UM except Fastow. 
Winokur never heard that people had left Enron to work for LJM and he never heard that Fastow 
was approaching Buy or others at Enron. 

The Board was never asked to approve an employee's conflict of interest other than 
Fastow’s conflict. Winokur has seen instances at other companies where employees had an 
interest in transactions with their companies. However, these were one-off type transactions. 
Winokur has never seen transactions with ofF-balance-sheet entities involving the type of conflict 
that was present at Enron. 

Fastow stated that he would work on LJM matters only a few days a month and Winokur 
believed that transactions would only occur occasionally. Winokur had no idea that there would 
be so many transactions. Winokur also was never informed that assets sold to LJM were 
repurchased by Enron. Winokur does not recall any Board or Finance Committee discussion 
about a large number of deals occurring at the end of 1999. Davidow showed Winokur an 
attachment to the minutes" of the December 13, 1999 Finance Committee Meeting showing a 
listing of "Year End Transactions." There was no cut-off for what deals appeared on this 
document except for a dollar amount threshold. The deals on the list were financings. Winokuf 
is not sure what the threshold was for a divestment to be included on this list. It was probably 
around S200 million. 

Davidow showed Winokur the "LJM2 Update." Winokur stated that he did not recall, in 
the context of this document, a discussion of a flurry of transactions occurring at the end of 1999. 
However, he did recall a number of financings occurring during a tight bank market at the end of 
1999. Winokur also stated that it would not be surprising to find a flurry of deals in the fourth 
quarter because the fourth quarter is always a busy time for the finance team. Business units 
would over-spend during the year and then try to meet their funds flows targets with fourth 
quarter asset sales. In August and November, _ the Board had discussions regarding the number of 
transaction that they would need to do. The "Year End Transaction" list is probably a list of the 
deals that had to get done. 

Winokur had no knowledge of the buy-back ofassets tlia'c were sold duringThe fouitli 
quarter of 1 999. The Finance Committee’s job was to focus on the capital structure of the 
company and not on earnings. They would consider earnings in the context of determining what 
capital plan made sense. 


Controls to mitigate the conflict 

Winokur considered Vinson & Elkins ("V&E") and AA to be among the best in the 
business. In analyzing LJM, Winokur started with the premise that Enron’s attorneys and 
accountants would review and approve the LJM structure. Lawyers from V&E came To either a 
Board or Committee meeting and stated that the disclosure and conflict of interest issues were 
being handled properly. Winokur did not recall who from V&B attended the meeting. Winokur 
knew that Enron did not skimp on costs for lawyers and accountants and proceeded on the 
assumption that everyone would do their job correctly. 
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LJM2 was supposed to be a plain vanilla bridge fund. If a business unit wanted to hedee 
or bridge, they would approach Fastow, who would get someone from UNI to negotiate with 
Enron. The business unit would be responsible for negotiating and making the decision on 
whether to transact with LJM. For example, in connection with Cuiaba, the assumption was that 
the South American unit would negotiate with UM. From the beginning, the assumption was 
that, because Fastow was conflicted, LTM would negotiate with Enron employees who did not 
report to Fastow, Winokur recalls the presentation on Raptor, but does not recall being told that 
Glisan would negotiate on behalf of Enron. 

In addition, Causey would review every transaction. As they thought about and 
discussed LJM, the procedures were broadened to require that Causey, Buy, and Skilling would 
review the transactions. At some point, Winokur suggested that the Compensation Committee 
receive a report on the extent of Fastow's compensation from UM. 

Davidow showed Winokur the minutes of the May 2, 2000 meeting of the Enron Board 
and highlighted, the resolution appointing Glisan.as agent and attorney-in-fact of Enron. Based 
upon his reading of the resolution during the WCP interview, Winokur does not believe the 
resolution appointed Glisan to negotiate with UM. Instead, it makes him responsible for the 
mechanical closing of the tiansaction. 

The Board approved the overall UM structure as a vehicle for future transactions. This 
structure was presented to the Board a "donenlear with no negotiation left to be done. When 
Enron wanted to sell particular assets, the safe-guarding procedures, such as the deal approval 
process and restrictions on who could be involved in negotiations, would be employed. Winokur 
was not looking to make sure that the pieces of the deal were properly priced. He was told that 
they were already analyzed and Winoloir assumed that the price, documentation, and accounting 
were done correctly. 

Davidow pointed out to Winokur that the Board materials sometimes state that Causey 
would review/approve the transactions with UM and sometimes said that Causey and Buy 
would do so. For example, the presentation materials for the October 1 1, 1999 Finance 
Committee meeting state that "R. Causey to approve all transactions Enron between 
Lj'Ml/UM2,'' whereas the' minutes state that both Causey and Buy would review and approve“afl 
transactions. Winokur stated that the presentation was made by management and the Board, in 
its discussions, must have concluded that they needed a broader check and that both Causey and 
Buy should review the transactions. Around this time, the process was evolving to include the 
involvement of Buy's group in the merchant portfolio. Winokur was not present when Buy was 
told about this responsibility. 

Causey's review of the transactions was meant to ensure that the accounting was proper 
and to start the review of whether the transactions were anns-Iength. Buy would also be 
responsible for making sure that they transactions had a market basis and were arms-Iength. 
Although Buy's people were better situated to analyze the economics, Causey's assertion that he 
was only tasked to review the accounting-is not consistent with Winokur's understanding of 
Causey's responsibilities. Winokur did not have any communications with Causey or Buy 
regarding how they should carry out their responsibilities. However, Winokur believes that it 
was clear how to look at whether the transactions were arms-length. 
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The presentation at the February 12, 2001 Board meeting also included a reference to a 
review of the transactions by Causey. If Causey said that he was following-up, the Finance 
Committee would assume that he was doing so. Causey never qualified his presentation by 
saying that he was only looking at the accounting. In addition, AA did an integrated audit and he 
assumed that they would alert the Board if procedures were not being followed. 

Winokur pointed out the minutes of the October 6, 2000 meeting of the Finance 
Committee. During His presentation concerning the procedures used to mitigate the conflict of 
interest, Fastow stated that Causey, Buy, and Skilling would approve all transaction with UM. 
Winokur does not specifically remember that Skilling attended this meeting, but he can not recall 
any Finance Committee meetings at which Skilling was not present. Winokur never spoke with 
Skilling about whether he was reviewing the transactions, but at no point did Skilling state that 
he was not doing so. 

At the October 2000 Finance Committee meeting, Fastow listed six procedures to 
mitigate the conflict. The Board added two additional procedures, Winokur assiuned that these 
procedures were being followed. 

Although Causey and Buy did not say exactly what they were doing, Causey stated that 
the procedures were being followed and the-process was working. When Causey stated that he 
was making sure that procedures were followed, the Finance Committee assumed that he was 
doing so. In addition, he assumed that AA would say something if procedures were not be-ing 
followed. 

Raptor 

The only discussion about the Raptors that Winokur recalls was a discussion about 
setting up Raptor 1 . He does not recall separate discussions regarding Raptor 2, Raptor 3, or 
Raptor 4. He does not recall any discussions regarding the hedging transactions undertaken with 
the Raptors, regarding the Raptors' progress once they were set up, or regarding Talon and 
Harrier. Winokur was not told about problems with the Raptor vehicles, including that the credit 
capacity was gone or substantially negative, or that the Raptors needed to be restructured. He 
does recall a discussion about the ciTect of tile decline in Enron's stock on off-balance-sheet 
vehicles. Winokur asked Fastow to prepare a report on the implications of the decline at 
different Enron stock prices. Events overcame that request. Winokur would have expected that 
the shortfall would be brought to the attention of the Board or the Finance Committee. 

Winokur assumes that Lay was at the meeting at which setting up Raptor 1 was 
discussed, which is the only discussion of Raptor that Winokur recalls. He is confident that Lay 
understood the basic concept behind Raptor but is not sure what else he knew. However, 
Winokur believes that Lay was not involved with the details of the hedging or financing 
transactions. He assumes that Skilling was intimately familiar with the details about Raptor, 
including the pricing of derivatives, etc. Winokur would guess that, during 1999 and 2000, 
Skilling was the one who knew the day-to-day details. During 1999 and 2000, Lay focused on 
broader issues, such as international activity, and left the building and architecture of the 
company to Skilling. Skilling let others make the presentations before the Finance Committee. 
However, Skilling would lead the discussion when the directors asked questions. 
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Winokur was shown the presentation on Raptor that is attached to the minutes of the May 
1 , 2000 Finance Committee meeting. Winokur does not know the meaning of the handwritten 
notes stating "Does not transfer economic risk but transfers P&L volatility." He does not recall 
discussion about the failure to transfer risk and that statement is contrary to Winokur's 
understanding. 

Winokur was shown the minutes of the June 22, 2000 meeting of the Executive 
Committee including handwritten notes on an attachment to the minutes stating "Need 6 months ^ 
lead time before facility can be utilized." Winokur does not recall the discussions at this 
meeting. He does not recall any discussions, either at this meeting or at previous discussions 
about Raptor 1, about having to wait six months. In fact, he has no recollection of this issue at 
all. He believes that they spent more time at the June 2000 meeting on Nigerian Power Barges 
than on Raptor. 

Merchant Portfolio 

The merchant portfolio had its- origins in two areas. First, a team was developing Enron's 
international business. They saw some ofthe international assets as long-term investments but 
would buy, build, and then sell assets Like a developer. Second, on the domestic side, Enron 
would make loans to small oil and gas companies and companies in other industries. ' Enron used 
structured finance as a way to invest in assets it did not want to hold long-term. 

In approximately 1998, as the number of assets got large, Rick Buy was given the task of 
analyzing and presenting these assets as a portfolio. The investments were seen as a pool that 
management was responsible for managing. There were limits on the size of any one transaction 
and on the percentage of the total portfolio any one asset could represent. However, 
management could recycle money within the pool at its discretion. The Board did watch the 
portfolio. In 2000, the Finance Committee received a report on the ten best and ten worst 
performing assets as well as other reports. Winokur does not recall significant deterioration in 
the portfolio except that the international assets had problems. The portfolio was well diversified 
and, a’lthough individual assets may have been volatile, the pool as a whole was not volatile. 

There was never discussions of the volatility of individual assets. 

Proposal re LJM3 

In October 2000, Fastow stated that LJMl and LJM2 were going well and that they 
should consider a bigger fund. The same reasons previously were repeated. The idea was 
presented as something to think about and discuss more in the future if the need arose. There 
was not much di-scussion on the topic and they did not go into much detail. It was presented and 
then taken off the table because it was not clear that they would need a new LJM. 

Fastow’s compensation 

At some point, Fastow described TJM as a "bridge fund." Fastow stated that he would 
only be working on LJM matters for a couple of days eveiy month. Based on these statements, 
Winokur believed that Fastow's return would be in the "high teens." Winokur knew, and Fastow 
stated, that Fastow's contribution to UM would have to be at least one percent. 
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Skilling did not make a written report to the Board about Fastow’s LJM compensation. ■ 
Winokur does not recall if Skilling gave an oral report. However, there was enough uncertainty 
surrounding Fastow's compensation that Winokur wanted the Compensation Committee to look 
into it, Winokur believed that a review of Fastow's compensation should become part of the 
Compensation Committee’s normal review. He did not necessarily believe that it had to 
undertake that review at its next meeting. LJM2 had only been active for nine months, so it is 
not clear if a review of the issue would be meaningful at that time. Winokur does not know if 
the Compensation Committee ever reviewed Fastow's compensation. However, there were a 
number of members of the Compensation Committee at the October Finance Committee Meeting 
at which Winokur stated that the Compensation Committee should look at the issue. 

Board and Finance Committee review of the LJM transactions 

The only time that the Finance Committee reviewed the actual transactions with UM was 
at its February 12, 2001 meeting. Causey listed the notional amounts of the investments. There 
was no discussion of the initial leverage at UM and no detailed discussion of the individual 
transactions. Causey reviewed the control procedures and stated that the process was working 
and that additional steps had been taken to make sure the guidelines were followed, Causey did 
noi describe the substance of the transactions beyond the details found in the written materials 
Tnached to the minutes. Instead, he focused on the facts that Buy and Causey reviewed the 
transactions, that they were arms-length, that Skilling was looking at the transactions and at 
Fastow's compensation, and that nofmuch time was spent by Fastow on LJM matters. Winokur 
was not expecting to see problems. However, he wanted to hear that procedures were followed. 

Davidow directed Winokur to the "Related Party Transaction - LJM 2000 Inteinal 
Policies and Procedures" attachment to the minutes of the February 2001 meeting, which states 
"Chief Accounting and Risk Officer reviewed and, where appropriate, approve." He does not ■ 
know the meaning of "where appropriate" or why it was included in the presentation. He does 
not remember discussion of this qualification. 

Mintz and Glisan attended the February 2001 Finance Committee meeting. Jim Derrick 
was not routinely at meetings and Winokur does not believe that anyone else from the Legal 
'Uepartment attended. The meeting lasted one hour and forty minutes. Causey’s presentation 
lasted approximately fifteen to thirty minutes. Winokur does not recall' if the Committee 
members questioned Causey, Prior to the meeting, only the .Audit Committee had reviewed the 
transactions. 

Winokur has no recollection of anyone asking Causey or Buy what they were doing to 
look at specific transactions. Causey never explicitly said that he was doing anything other than 
analyzing the accounting behind these transactions. However, the Board made it clear that they 
wa.nted serious procedures to mitigate the conflict of interest. Causey said that he was looking at 
the transactions and no one, including Causey, ever said that Causey was only analyzing the 
transactions from an accounting perspective, Winokur had more contact with Buy than Causey. 
Buy never said that he was only looking at the transactions from a risk perspective. In evety 
discussion with Buy, Causey, and Skilling, they implied that they were taking total ownership of 
the entirety of the transactions. 
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Skilling's statement that as long as Buy and Causey signed off, he would approve the 
transactions is inconsistent with Winokur's understanding of Skilling's role. Given the 
importance of the SPVs and the Board's concern regarding conflicts, Winokur expected Skilling 
to be much more involved with the process. He dittnot expect Skilling to know every detail. 
However, he thought that Skilling was asking enough questions of Causey and Buy so as to 
understand how they knew that the appropriate procedures were followed. Skilling did not say 
he was doing these things. Winokur assumed he was doing so based on Skilling's role at the 
company and the manner in which he ordinarily fulfilled his responsibilities. 

Disclosure 

Winokur did not know about any advice received by Enron about how to avoid 
disclosure. He also did not know about any discussions regarding structuring the deals so as to 
avoid disctosjire of Lhe related party transactions. '.At one of the Board or Committee meetings, 
Fastow stated that disclosure of speciSc transactions would be required, but that disclosure 
concerning setting up UM was not required, 

Winokur’s closing remarks 

At the end of the interview, Winokur was invited to make additional remarks. He stated 
that Enron was a fast growing company that changed business models every two years, that had 
smart people, and that was decentralized. The company used equity to compensate employees 
and its core value was “be the best” Around the decentralized entrepreneurial system, there 
were supposed to be tight controls, such as risk management. Over ten years, there were no 
significannrading busts. 

When he voted to approve the related-party vehicles, he knew the transaction involved, 
people that he knew, and had every reason to trust Both Skilling and Fastow were well-regarded 
both inside and outside the company. However, Winokur proceeded with his eyes open. He 
tried to improve the controls. He knew that AA did an inte^ated audit of the company and he 
knew that V&E was involved with the disclosure issue. He believe that in both the legal and 
accounting areas, Enron had strong people both inside and outside the company. 

There were several presentations during which the company's top oIBcials stated that the 
procedures were being followed. There was no push-back regarding what they were asked to do 
and Winokur had no sense that they were not doing a complete job. 

Winokur recently discovered that there was an extraordinary disconnect between what he 
was told was happening and what actually occurred. 'Without his knowledge. Enron employees 
other than Fastow had a conflict. There were no arras-length negotiations. 'What was intended to 
be a bridge fund was actually a finance and accounting vehicle that was very complex. 'Winokur 
does not know what caused this disconnect or why no one said anything even though many, 
inside and outside the company, were in a position to do so. 
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MEMORANDUM 


TO: 

Euron Files 

FROM: 

Reed M. Brodsky 

DATE: 

Janxiary 11, 200^ 

RE: 

; Interview of Dr. Robert Jaedicke 


On January 9, 2002, Chuck Davidow and Reed Brodsky of Wilmer, Cutler & Pickering 
(“WCP”) and Ron Forster of Deloitte & Touche (an accounting firm retruned by WCP), spoke 
with Dr, Robert Jaedicke, the Chairman of the Audit and Compliance Committee of Enron’s 
Board of Directors, at the offices of Gibbs & Brans in Houston to gather information from him in 
order to allow WCP to provide legal advice to the Special Co mmi ttee of Enron's Board of 
Directors. Robin Gibbs, Kathy Patrick, Jean Frizzell, and Jeremy Doyle of Gibbs &. Bruns and 
Neil Eggleston of Howrey Simon Arnold & White, LLP, were present and represented Dr. 
Jaedicke. 

This memorandum has been prepared by counsel in anticipation of possible litigation 
arising from a Securities and Exchange Commission (“SEC”) investigation and any parallel or 
related proceedings. This memorandum incorporates the mental impressions, analyses and 
opinions of counsel. As such, this memorandum is intended solely to assist counsel in providing 
legal representation and advice to the Special Committee of Enron's Board of Directors, and is 
not intended to provide a substantially verbatim recital of Dr. Jaedicke’s statements. 

The interview was based on WCP's understanding of the facts and review of documents as of the 
date of the interview. Furthermore, Dr. Jaedicke has not reviewed this memorandum. Therefore, 
this memorandum may contain inaccuracies and the following discussion of certain events may 
be incomplete or lack context. 

Davidow explained that we represented the Special Committee of Enron’s Board of 
Directors, that the conversation was privileged and confidential, but that the Special Committee 
could waive the privilege, and that it was very likely that the Special Committee would pass 
along what information we learned to the SEC and others looking at the issues. Dr. Jaedicke 
indicated that he understood. 

Background 

Dr. Jaedicke taught for twenty years at the University of Minnesota where he had 
obtained his PhD. Subsequently, he taught at the Harvard and Stanford business schools. At 
Stanford, he spent more time in the Dean’s Office than teaching. He taught mainly accounting 
and some financial courses. In 1993, Dr. Jaedicke retired from Stanford and served on Boards of 
Directors for public companies and consulted for companies in the California area. At one time 
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or another. Dr. Jaedicke served on the Boards of State Farm Insuiance, GenCoip, Inc., Wells 
Fargo Bank, Homestake Mining Company. California Water Services Company, and Enron, 
Although he passed the CPA exam in 1952, Dr. Jaedicke is not a licensed CPA. 

Dr, Jaedicke has been a director on Enron’s Board since 1985. He has served on the 
Nominating and Corporate Governance Committee, the Compensation Committee, and the Audit 
and Compliance Committee. He is currently Chairman of the Audit Committee and serves on 
the Compensation Committee. He has never been on the Finance Committee, although he has 
attended some of its meetings. 

SPEs 

Dr. Jaedicke is familiar in general with the rules governing special purpose entities or 
vehicles (“SPEs”). He knows that there are equity and control requirements; that SPEs are 
widely used, and that the Emerging Issues Task Force has issued guidance on SPEs for some 
time. He could not recall when he first learned the term “SPE,” but off-balance sheet financing 
has been used by Enron for a very long time. He read summaries of EITF bulletins relating to 
SPEs and heard about SPEs in general while serving on the Audit Committee from people like 
Rick Causey, Arthur Andersen representatives, and some members of the .Audit Committee. His 
familiarity with SPEs stemmed solely from his work at Enron. 

Chewco / JEDI 

, Dr. Jaedicke heard the word “Chewco” for the &st time in October 2001 from an article 
in the Wall Street Journal. He heard the word “JEDT’ from Board discussions. JEDI was a 
partnership between Enron and CalPERS in the early 1990’s. CalPERS wanted to sell its interest 
in JEDI before forming a second partnership with Enron called JEDI n. Dr. Jaedicke knew that 
a buyer wanted to purchase CalPERS’ interest in JEDI, but he did not recall the details. He did 
not remember a lot of discussion about the buyout of CalPERS’ interest during Audit Committee 
or Board meetings. 

UMl 

In June 1999, during a telephone meeting, UMI came to foe Board’s attention. The 
presentation came directly to the Board; it did not come forough foe .Audit or Finance 
Committees. UM! was discussed by Lay, Jeffrey Skilling, Andrew Fastow, and Jim Derrick 
(with respect to legal issues). Fastow was the principal of UMl, The structure was reviewed by 
inside counsel, outside counsel, and Andersen. Andersen and legal personnel analyzed whether 
the structure met the requirements for an SPE. Andersen signed off on the structure and stated 
that the conflict of interest had been managed. Internal and external legal counsel stated that 
they were comfortable with the arrangement. There were many questions and a lot of discussion 
about why Fastow wanted to form UMl, the kinds of transactions and Bnanckigs that could be 
done forough UMl to take advantage of foe value of Enron's stoc.k, how foe use of UMI would 
reduce Enron’s costs, and how Fastow could bring together pardes interested in making 
investments. 
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In August 1 999, there was a discussion, aithough not a detailed one, about LIM I . By 
then, the Audit Committee knew that it would be reviewing all UM transactions between Jvme ’ 
1999 and the end of December 1999. The Board resolution approving UMl would have 
included the Audit Committee’s review of any transactions. By February 2000, both IJMl and 
1JM2 existed, and the required review continaed with UM2. 

IJM2 

The Finance Committee discussed UM2 prior to the presentation of IJM2 to the Board. 
The Finance Committee discussed Fastow’s conflict of interest. Norm Blake, a former Audit 
Committee member, asked Causey twice whether Andersen and iegai personnel had reviewed 
the potential conflict of interest Causey told Blake and the Committee both times that 
Andersen, the accounting people, and legal were comfortable with the transition. So long as 
the Board’s procedures were met, no one expressed any disagreement with Fastow serving as 
head of LJMl and UM2. 

Conflict of Interest. Certain procedures were put in place to address the conflict of 
interest Enron’s ethics-policy continued to apply, both the LJM2 limited partners and Enron 
could ask Fastow to remove himself as general partner of LJhC, the Audit Committee would 
review the transactions to make sure that the transactions were negotiated at arm’s-length, fair to 
both parties, and not biased one way or the other, and Eiuon was not obligated to carry out any 
transactions with LJM2. LJM2 was also a vehicle for investments by Enron’s business units that 
would negotiate hard against LJM2. UM2 was a little different than UMl, which was aimed 
more at hedging Enron's investment in a stock. Dr. Jaedicke took comfort in die fact that there 
was a disclosure in the footnotes of public filings that the transactions were done at arms-length. 
He could not recall the exact wording, but Andersen had a continuing responsibility to audit and 
make sure that the statement in the disclosures was substantiated. 

Review of Transactions. The Audit Committee always looked to Causey to sign off that 
the Board’s requirements had been followed on each UMl and UM2 transaction. It was 
important that Causey inform the Audit Committee that the transactions were done at arm’s- 
length. Causey was supposed to look at the transactions to make sure tiiat the terms appeared 
fair. By the time the Audit Committee reviewed the transactions in February 2001, there was an 
elaborate procedure in place to make sure that the transactions were done at arm’s-length. 

Specific people had to sign off on the transactions. Also, by this time, the deal approval sheet 
had been developed, and the Committee expected Causey, Rick Buy, and Skilling to sign off on 
the deal sheet in accordance with the Board’s procedures and the appropriate review by 
Andersen, inside counsel, and outside counsel. 

UMl was intended to be an SPE. In almost every Audit Committee meeting, Andersen 
andfegal W'ere present, along with Causey, Buy, and other members of management. The 
Committee expected Andersen and legal to conduct a real-time review of any transactions with 
LJMl and LJM2. The Committee heavily relied on the advice of Andersen and legal, and the 
Committee would ask Andersen and legal for their views of the transactions at almost every 
meeting. Andersen would present the structure of the vehicles and frequently told the Board that 
UMl and LJM2 met the structure requirements. The Committee also expected Andersen to pay 
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attention that Causey and others followed die Board’s procedures. The Company paid , Andersen 
a lot of money to make sure that the structures were proper and Enron’s disclosures complied 
with the rules. 

SPE Rules. Enron could not control the SPE or it would not meet the leqmrements for 
deconsolidation. FastowwasthemanagerofUMl’s^neial partner ofUMl. Dr. Jaedicke did 
not recall any specific discussion of how UMl and LJM2 met the control requirements for 
deconsolidation, but he relied on Andersen’s assurances that the requirements were met. The 
Audit Committee was told that Andersen was involved when UMl and UM2 were structured in 
the beginning, and the Committee took comfort in the fact that Andersen would make sure that 
they would be accounted for in the proper way and meet the requirements for an SPE. UMl and 
UM2 were reviewed by Andersen’s engagement partners, its Houston office, and Andersen’s 
experts in the use and application of SPEs fixim its Chicago and New York offices. The 
Committee assumed that Andersen would review the process to make sure that it met all the 
proper requirements. Di. Jaedicke did not recall any detailed discussions with Andersen with 
respect to whether UMl and UM2 met the control requirements. 

Fairr-ess Opinions. Fairness opinions for UM 1 and UMl transactions were not 
generally obtained. Fairness opinions from PricewaterhouseCoopers relating to some 
transactions were mentioned in Board meetings. 

Lay. Lay was the CEO when LJMl and UM2 were formed, and Lay attended all the 
Board and Audit Committee meetings when UMl and UM2 were approved. Dr. Jaedicke did 
not recall how active Lay was in discussions about LJMl and UM2.* Fastow and Skilling lead 
the presentations of UMl and UM2 before the Board. Skilling was heavily involved in the 
presentations. 

LJM2 Buybacks 

Dr. Jaedicke did not hear that Enron bought back assets sold previously by Enron to 
UM2. The buybacks should have been raised during the Audit Committee’s anmiat review of 
UMl and UM2 transactions. 

June 28, 1999 Board Meeting 

Dr. Jaedicke’s attention was directed to the first two full paragraphs on page .six of the 
minutes of the June 28, 1999 Board meeting. The reference to Skilling’s statement that the 
Company had been analyzing new types of financing vehicles for off-balance sheet transactions 
refers to changes in accounting treatment for off-balancc sheet transactions. The Company ‘ 
expected new guidance aimed at consolidation and SPEs, but Dr. Jaedicke did not tiiink that any 
guidance emerged. A discussion about hedging the Company’s investment in RhythmsNet 
followed. The volatility of the Company’s investment in RhythmsNet posed some accounting 
problems, as the Company had to mark-to-maiket its investment. The volatility was an issue in 
the second quarter 1999. One option was to hedge the Company's investment in RhythmsNet so 
that the Company would have confidence in marking its value to market and reporting it that 
way. 
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Enron transferred to UMl in-tlie-money forwards on Enron stock to UMl and, in retxim, 
received a payment from UMl. Dr. Jaedicke did not recall the restriction imposed on the stock 
transferred to UMl . linron hoped the value of its stock would increase, and the Company 
financed the transaction without selling and further diluting Enron stock. UMl then entered into 
a hedge on RhythmsNet. Dr. Jaedicke did not recall having knowledge of or a detailed 
discussion about whether LJMI had the credit capacity to enter into this hedge. 

Dr. Jaedicke’s attention was directed to page four of the Project UM Board Presentation, 
entitled “Transaction Summary." Dr. Jaedicke did not recall a lengthy discussion about item 
number three, which states that UM “negotiates with Enron for purchase of additional merchant 
assets.” Dr._ Jaedicke’s impression was thatUMl was discussed as a one-off transaction. The 
main discussion about UMl focused on RhythmsNet There was little discussion of the 
transactions UMl and Enron would enter into in the future. Dr. Jaedicke did not recall any 
discussion of controls that should be implemented with respect to transactions with UMl . 

Dr. Jaedicke’s attention was directed to page six of the project UM Board Presentation, 
entitled “Benefits to Enron.” With respect to the first bullet point on that page, stating “Enron 
receives a S50 million cash payment and a Rhythms NetCormections put valued at S90 million,” 
Dr. J aedicke stated that he did not recall how much money was invested in UM 1 . He did not 
remember any detailed discussions of whether UMl could pay $50 million in cash and enter 
into a put valued at $90 million when there was only $20 million invested in UMl. With 
respect to the last bullet point, sating “Capture Cuiaba / Elektro value,” Dr. Jaedicke stated that 
he did not recall any discussion about transacting with UMl in connection with Cuiaba or 
Elektro. 

Dr. Jaedicke’s attention was directed to the first page of the Appendix to the Project UM 
Board Presentation. Dr. Jaedicke did not recall any specific discussion of whether UMl had 
sufficient credit capacity to support the swap shown in the diagram between Enron and LJM 
Swap Sub, a subsidiary of UMl. 

10-Q for the Second Quarter 1999 

Dr. Jaedicke’s attention was directed to Note 8 to the Financial Statements in the 10-Q 
for the second quarter 1999 discussing Enron’s related party transactiotts. The Audit Committee ' 
reviewed draft 10-Q’s. The second quarter 10-Q in 1999 disclosed the related-party transaction. 

It put the reader on notice that transactions between UMl and Enron did not have to take place, 
that future transactions may take place, that there was a transfer of shares to UMl, that a senior 
officer of Enron was the managing member of UMl ’s general partner, and that management 
believed the terms were reasonable. The statement that management believed the terms were 
reasonable and no less favorable than the terms of similar arrangements with unrelated parties 
was an auditable statement. Dr. Jaedicke assumed that Andersen analyzed the transactions 
before giving an unqualified opinion to management Dr. Jaedicke did not recall being presented 
with an LJMl-related transaction that could not be done with a third party. UMl was presented 
as the opportunity to take advantage of a senior Enron officer’s contacts with investors, and it 
would have been more expensive to carry out the transactions with a third party. Dr. Jaedicke 
did not recall whether there was any discussion of what Andersen or Causey did to make sure 
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that the transactions were arm’s-length. He had no recollection of whether Andersen or Causey 
or anyone else was asked whether third parties were contacted before entering into these 
transactions with LJMl. 

The Board relied on Andersen and the Company’s management to make sure that the 
related-party transactions were reviewed and disclosed in the 10-Q. The Audit Committee had 
many discussions with Andersen about the Company’s accounting policies and principles, SEC 
requirements, and Andersen’s role in making sure that the Company complied with those 
policies, principles, and requirements. Andersen’s Thomas Bauer, David Duncan, and Stephen 
Goddard were always present at every Audit Committee meeting. 

October 11-12 , 1999 Board Meeting 

Dr. Jaedicke’s attention was directed to page seventeen of the minutes of the October 1 1- 
12 , 1999 Board meeting. Herbert Winokur introduced LJM2. Dr. Jaedicke did not recall any 
discussion of whether or how LJM2 met SPE requirements, including the control requirement. 
Although page four of the presentation states that Causey would review the transactions, both 
Causey and Buy were required to review and approve all transactions, as stated in the minutes. 
Causey and Buy always attended the Audit Committee meetings. 

Dr. Jaedicke’s attention was directed to the first page of the presentation on LJM2, 
entitled “LJMl Update.” The update refers to UMl raising $16 million outside equity, a $64 
million cash payment to Enron, and a RhythmsNct swap that was in the money $164 million for 
Enron. Dr. Jaedicke did not recall any discussion of whether LJMl could pay $64 million and 
$164 million given its $16 million equity capitalization. The update also refers to Enron 
benefiting fi'om UMl’s purchase of a stake in Cuiaba. Dr. Jaedicke did not recall any discussion 
.about Cuiaba at the time. He also did not recall any discussion of subsequent problems with 
Cuiaba, or Enron’s repurchase of UMl’s stake in Cuiaba. 

February 7, 2000 Audit Committee Meeting 

Dr. Jaedicke’s attention was directed to the last paragraph on the third page of the 
minutes of the February 7, 2000 Audit Committee meeting, which refers to Causey’s report 
outlining the transactions that had been completed with LJMl and UMl. Dr. Jaedicke did not 
recall how much time Causey spent making the presentation. There was a handout that 
accompanied Causey’s presentation listing the transactions. Causey did not review each 
transaction in detail, but rather commented about each one briefly. This was the first time that 
the Audit Committee reviewed the LJMl and LJM2 transactions. The discussion and questions 
centered around whether the transactiorrs met the Board’s requirements and controls. Buy also 
attended the meeting, but Dr. Jaedicke did not recall whether Buy was also asked whether the 
transactions met the Board’s requirements and controls. The Committee asked whether 
Andersen was comfortable with the transactions, and Andersen said that it was. Dr. Jaedicke did 
not recall Causey mentioning Cuiaba or any other transaction that was not listed on the handout. 
The transactions with LJM 1 and LJM2 seemed to be the type of transactions that were expected 
between Enron and LJM. 
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10-K for 1999 

Dr. Jaedicke’s attention was diiected to note 16 to the financial statements in the 10-K for 
1999 discussing Enron’s related party transactions. Management did not review note 16 with the 
Audit Committee or Dr. Jaedicke. Causey presented the 10-K to the Committee and was asked 
about any changes that were made. Causey directed the Committee’s attention to particular parts 
of the 10-K. The Coimnittee asked Andersen and Derrick for their comments. The discussion 
centered around whether the disclosures in general were adequate and proper. Dr. Jaedicke did 
not recall any discussion of the related party disclosures, including the bundling together of 
transactions in the related-party footnote. He did not recall anyone comparing the 10-K to 
Causey’s list of LJMl and LJM2 invesnnent activity in the February 7, 2000 Audit Committee 
meeting. 

May 2, 2000 Board Meeting 

Dr. Jaedicke’s attention was directed to the statement “Q4 1999: 8 days/6 deals;'S125 
million” in Fastow’s May 1, 2000 presentation entitled IJM2 Update. Dr. Jaaiicke did not recall 
any discussion of this statement. There was a discussion of the level of return that UM2 was 
expected to receive from Enron. 1JM2 was compared to a bridge fund, and it was discussed that 
LJM2 would receive less than or equal to a twenty percent return. Dr. Jaedicke assumed that 
LJM2 would be leveraging its investments, but he did not recall whether LJM2’s twenty percent 
return would take place before or after IJM2’s leveraging. 

Dr. Jaedioke’s attention was directed to page four of the minutes of the May 2, 2000 
Board meeting, which referred to the approval of Project Raptor, and the five-page handout on 
Project Raptor. Dr. Jaedicke did not recall the discussion of Raptor in detail. He learned about 
Raptor reading through the May 1, 2000 Finance Committee material. He did not know the 
substance of the transactions in detail, Raptor was intended to use the increased value of Enron’s 
stock as a hedge against volatility in Enron’s earnings. He did not recall exactly why Raptor was 
done or set up with a preferred return for a limited investment. He did not recall any discussion 
of whether Raptor met the requirements for an SPE. He relied on the people who told the Board 
that Raptor was appropriate. The Board was told repeatedly that Enron was on the front-end of 
these types of investments, and the Board relied on outside experts for this service. Dr. Jaedicke 
did not recall whether the statement on page 23 of the Project Raptor handout - “does not 
transfer economic risk but transfers P&L volatility" - was made. 

Dr. Jaedickq’s attention was directed to page 24 of the Project Raptor handout discussing 
Raptor’s structure. Andersen told the Audit Committee that Andersen looked at the structure. 

The minutes to the Audit Committee meetings should have specific references to an Andersen 
presentation reflecting Andersen’s work on stractured transactions and financing vehicles. 
Andersen’s presentation named LJM2 by name. Dr. Jaedicke did not recall any discussion of the 
statement on page 24 that Enron “purchases a share settled put on approximately 7 million shares 
of ENE stock for $41 million,” or how Enron’s purchase of a put on its own stock would appear 
to the public. The risk of “accounting scrutiny” on page 25 of the Project Raptor handout 
referred to the fact that disclosure issues had to be dealt with and the feptor structure was 
complex. Enron mitigated the risk by paying its experts, such as Andersen, to make sure that the 
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transactions were disclosed properly. No one told the Board that the accounting for Raptor was 
close to the line of permissible accounting. The Board was told that the Company had to 
continue to work on the Raptor transactions. If the Board had heard that the accounting for 
Raptor was close to the line, they would have investigated why. 

10-Q for the First Quarter 2000 

Dr. Jaedicke’s attention was directed to note 7 to the Financial Statements in the 10-Q for 
the first quarter 1 999 discussing Enron’s related party transactions. He did not recall any 
changes to the language describing that “[mjanagement believes that the terms of the 
transactions with related partiers were reasonable and are representative of terms that would be 
negotiated with unrelated third parties,” He did not recall noting or discussing that the language 
had changed from the 1 C-Q for the third quarter in 1999, which stated that management believed 
the terms were “no less favorable than the terms of similar arrangements with unrelated third 
parties.” 

10-Q for the Second Quarter 2000 

Dr.Jaedicke’s attention was directed to note 7 to the Financial Statements in the 10-Q for 
the second quarter 1999 discussing Enron’s related-party transactions. He did not recall the 
unwinding of Enron’s RhythmsNet transaction with UMl. He did not remember any discussion 
of the disclosure that “Enron paid approximately $26.8 million to the Related Party.” With 
respect to Raptor, based on the disclosure in note 7, the reader would understand clearly that 
transactions were done with a related party, that Enron contributed assets to “newly-formed 
entities,” that the transferred assets were worth approximately S800 million, that Enron’s stock 
was transferred, that the transfers were subject to certain conditions, which would impiy that 
restrictions were imposed, and that the entities in turn transferred specific assets back to Enron. 

10-K for 2000 

Dr. Jaedioke’s attention was directed to note 16 to the Financial Statements in the lO-K 
for 2000 discussing related party transactions. He did not recall any discussion of the statement 
in the third paragraph that “Enron recognized revenues of approximately $300 million related to 
the subsequent change in the market value of these derivatives, which offset market value 
changes of certain merchant investments and price risk management activities.” He did not 
recall any discussion of the $500 million revenue, the level of revenues Enron recognized, or the 
capitalization of the Raptor entities. 

February 12, 2001 Audit Committee Meeting 

The annual review of LJMl and LJM2 transactions in the February 12, 2001 Audit 
Committee meeting did not differ from the February 7, 2000 Audit Committee review. Data 
about the transactions were presented in the same form. 
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10-Q for the First Quarter 2001 

Dr. Jaedicks did not know at the time in 2001 that the Raptor vehicles were so 
tmdercapitalizeci that they owed Enron S350 million more than they could pay. 

Dr. Jaedicke’s attention was directed to note S to the Financial Statements in the 10-Q for 
the first quarter 2001 discussing related party transactions, and the statements in the second 
paragraph that Enron delivered 12 million shares of restricted stock into entities and also entered 
into share settled costless collar arrangements on the 12 million shares. He was not familiar with 
the costless collar arrangements. He did not know and did not recall any discussion about how 
Enron could have entered into these costless collars when the shares of stock were restricted and 
thus were precluded fiom being hedged. 

Enron’s Controls 

Enron had many unique processes and stmctures in place to review related-party 
transactions. Enron had integrated Audit and Finance Committees that were paying attention to 
the structure of these transactions. The Audit Committee adopted unique procedures to watch 
and make sure that the Company had complied with the Board’s controls and requirements. 
Causey, Buy, and the financial officers at Enron reviewing and approving the transactions held 
equal positions at the executive vice president level. Many controls were put in place. Andersen 
audited the Company’s work, and Andersen’s auditing function was very important Enron was 
always willing to pay the bill for outside expert advice on the related-party transactions. 

For yean, capital markets have developed accounting techniques and related disclosures. 
Special purpose entities involving leases have been around for years. Enron made a real attempt 
to get ahead of that curve, involve Andersen from the very be ginnin g of these transactions, 
implement the necessary atrangements to review the transactions, and use every resource 
available to make sure that they were done right Enron did not just do what was necessary to 
meet the bare minimum, but tried to be a positive force that would meet and satisfy the 
reqrrirements. 

Stock Sales 

Dr. Jaedicke reported two sales of stock in 2000 and 2001 . Die sales were connected 
with Ms expiring options. They both involved cashless exercises of options. One sale occurred 
after the Board meeting relating to the 1 0-K for 2000; had he not sold them, the options would 
have expired. 
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MEMORANDUM 


TO: 

Enron Files 

FROM; 

Steven Rosen 

DATE: 

January 14, 2002 

RE: 

Interview of John Mendelsohn. 


On January H, 2002, Charles Davidow and Steven Rosen of Wilmer, Cutler & 
Pickering (“WCP”) and Jason Richards of Deioitte & Touche (an accounting film retained by 
WCP), spoke with John Mendelsohn, a director of Enron Corp., at Enron's Houston headquarters 
to gather information from him in order to allow WCP to provide legal advice to the Special 
Committee of Enron's Board ofDirectors. W. Neil Eggleston of Howry, Simon Arnold & White 
and Kathy Patrick, Robin Gibbs, Jean Frizzell, and Jeremy Doyle of Gibbs & Brun represented 
Duncan at the interview. 

This memorandum has been prepared by counsel in anticipation of possible litigation 
arising from a Securities and Exchange Commission (“SEC”) investigalion and any parallel or 
related proceedings. This memorandum incorporates the mental impressions, analyses and 
opinions of counsel As such, this memorandum is intended solely to assist counsel in providing 
legal representation and advice to the Special Committee of Enron's Board ofDirectors, and is 
not intended to provide a substantially verbatim recital of Mendelsohn's statements. The 
interview was based on WCP's understanding of the facts and review of documents as of the date 
of the interview. Furthermore, Mendelsohn has not reviewed this memorandum. Therefore, this 
memorandum may contain inaccuracies and the following discussion of certain events may be 
incomplete or lack context. 

At the outset, Davidow e,xp!ained that WCP represented the Special Committee appointed 
by the Board to investigate certain transactions between Enron and related parties, and we were 
speaking to him as part of that investigation. Davidow stated that we did not represent Enron’s 
officers or employees, including him, that, in our view, the conversation was privileged but it 
was the Special Committee’s (or Enron’s) privilege, and that the Special Committee or Enron 
could decide what to do with the privilege, not him. Davidow stated that Mendelsohn should 
anticipate that anything he told us could be communicated to others, such as the Board, others 
associated with Enron, and the Government. 

Background 


Mendelsohn is a graduate of Harvard College and Harvard Medical School. Mendelsohn 
practiced medicine at the National Institute of Health and at Brigham and Women's Hospital. He 
has served on the faculty of the tfniversity of California, San Diego Medical School and was 
Chairman of the Department of Medicine at Memorial Sloan-Kettering Cancer Center in New 
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York. For the last 5 Vi years, he has been the President of the University of Texas M.D. 

Anderson Cancer Center. 

In June 1 999, Ken Lay asked Mendelsohn to join Enron's Board of Directors. He is on 
the Audit Committee and the Membership Committee. He considers himself to be financially 
literate, but not expert. Mendelsohn has not sold Enron stock recently. 

LJM 


Die Board discussed LJM at Mendelsohn's first Board meeting. There was a discussion 
about Enroa's need for an entity to monetize assets and raise finds and about LJM's ability to fill 
that role effectively and appropriately. The Board had a long discussion about .Andrew Fastow's 
involvement as principle of LJMl. A similar Board discussion occurred at a later time 
concerning Fastow’s role at LJM2. The deals were complex and needed to be undertaken 
quickly- Fastow's knowledge would make this possible. Mendelsohn assumed that there would 
be a firewall between Fastow and the LJM transactions so that neither Fastow nor his 
subordinates would be involved in negotiadons. Mendelsohn does not recall any differences in 
the controls put in place for LJMl and LJM2. 

In connection to LJMl, Mendelsohn does not recall discussion concerning the nature of 
the Rhythms hedging transaction. He believed that Enron was engaging in hedging transactions 
with LJMl or LJM2 (he does not recall which one) in order to protect the value of certain assets. 
In addition, the transaction would allow the assets to be managed better. LJM also provide a 
way for Enron to raise additional money. 

Mendelsohn does not recall being told that Enron repurchased the assets sold in the LJM 
transactions. He does not recall being told that Enron employees other than Fastow were 
working at LJM or that, under a services agreement, Enron emoloyees were providing services to 
LJM. 


Audit Committee Oversight 

At each meeting of the Audit Committee, Rick Causey and David Duncan reported that 
they were monitoring the transactions and that everything was going according to plan. At the 
Feteary 2000 and Febmary 2001 Audit Committee meetings, Causey and Duncan, using flip 
charts he believes were on AA paper, described the individual LJM transactions. Each 
presentation lasted approximately fifteen to twenty minutes. Causey did not give a detailed 
description of the transactions. Instead, they put each of the deals into categories. The 
Committee members asked question, although Mendelsohn cannot recall the specific questions. 
With a relaxed demeanor, Duncan assured the Committee that control procedures, the Code of 
Ethics, and SEC rules were being followed. Duncan stated that, in addition to audit tasks, he was 
spending a lot of time making sure procedmes were followed. Mendelsohn believed that the role 
of the Committee was to make sure the control procedures were followed.and not to review the 
transactions. 
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MEMORANDUM 


TO; 

Enron Files 

FROM: 

Lisa Henriques 

DATE: 

Januaiy’ 30, 2002 

RE: 

Interview of Norman Blake 


On January 29, 2002, Charles Davidow and Lisa Hemiques of Wilmer, Cutler & 
Pickering (“WCP") spoke with Norman Blake, Member of the Board of Directors, via telephone 
to gather information from him in order to allow WCP to provide legal advice to the Special 
Committee ofEnron's Board of Directors. Kathy Patrick and Jeremy Doyle of Gibbs &Brun 
and W. Neil Eggleston and another lawyer of Howrey Simon Arnold & White participated by 
phone and represented Mr. Blake. 

This memorandum has been prepared by counsel in anticipation of possible litigation 
arising from a Securities and Exchange Commission (“SEC”) investigation and any parallel or 
related proceedings. This memorandum incorporates the mental impressions, analyses and 
opinions of counsel. As such, this memorandum is intended solely to assist counsel in providing 
legal representation and advice to the Special Committee ofEnron's Board of Directors, and is 
not intended to provide a substantially verbatim recital of Blake’s statements. The interview was 
based on WCP's understanding of the facts and review of documents as of the date of the 
interview. Furthermore, Blake has not reviewed this memorandum. Therefore, this 
memorandum may contain inaccuracies and the following discussionmf certain events may be 
incomplete or lack context. 

At the outset, Davidow explained that WCP represented the Special Committee appointed 
by the Board to investigate certain transactions between Enron and related parties, and we were 
speaking to him as part of that investigation. Davidow stated that we did not represent Enron’s 
officers or employees, including him, that, in our view, the conversation was privileged, but it 
was the Special Committee’s (or Enron’s) privilege, and that the Special Committee or Enron 
could decide what to do with the privilege, not him. Davidow stated that Blake should anticipate 
that anything he told us would be conveyed to the Special Committee, and that the information 
could be communicated to others, such as the Board, others associated with Enron, and the 
Government. 

Davidow’ thanked Blake for taking time out of his schedule to meet wi th us. Patrick 
mentioned Blake was unable to thoroughly review the Board minutes WCP provided him due to 
time constraints on his schedule. 
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Special Meeting of the Board on June 28, 1999: 

During this meeting there was a presentation to the Board regarding the creation of a 
partnership, LJMl, and the Rhythms transaction. Blake believed that UM was a one-off 
transaction and thought that if other assets were going to be bought by UM, it would go to the 
Board for approval. Blake does not recall any other transactions with UMl. UMl was created 
to accommodate the need to hedge Enron’s position in Rhythms stock. Andy Fastow would 
serve as the general partner of LJMl. Blake was not aware of any other third parties involved in 
LJM. Enron wanted to be able to hedge the position quickly and in order to do this they needed 
the third p.Tity to be able to transact and understand the structure quickly. Having Fastow serve 
as the general partner enabled Enron to have a third party that it could transact with qtiickly. In 
addition, transactions with LJM had lower transaction costs. 

Blake believed that Fastow would receive the standard industry compensation for his 
involvement in UM. Blake recalls that the model for his compensation was disclosed and that 
Skilling was going to review Fasto.w’s compensation. It was implied that Skilling would oversee 
the process. Blake realized that Fastow’s compensation could change according to the success of 
the Rhythms hedge because he made an investment and that there were risks. Blake believed 
that Skilling understood LJM and his responsibility to oversee Fastow’s involvement. 

Blake believed that Ken Lay understood the structure and he would oversee that the deal 
was fair and would not compromise Enron’s interest. Lay would inform the Board if the terms 
of the structure or relationship changed. 

There was skepticism and concern that Fastow, serving as Enron’s CFO, would also be 
involved in a partnership that would transact with Enron. There was a waiver of the Code of 
Conduct, but Blake believed that it was more in form than in substance. Fastow still had a 
fiduciary duty to the company. There were a number of controls put in place to ensure that no 
problems would arise, For example, the Chief Risk Officer reviewed each deal. There were 
conversations about the consolidation rules and whether the deals were done at arm’s length. 
Causey told the Board about the consolidation rules and said that the more control Fastow had 
over the LJM partnership the more the consolidation rules would be an issue. 

Blake felt comfortable with the partnership because Causey said that Andersen was 
involved and approved the structure. Also, Vinson & Elkins (“V&E”) oversaw Enron’s Code of 
Conduct rules and these transactions. V&E had no problems with the structure. 

Blake believed that the economic risk of the Rhythms hedge was transferred because if 
the economic risk was not transferred, it would cause consolidation of the UM onto Enron’s 
books. When asked by WCP how this was possible because Enron stock was used to hedge 
against itself, Blake replied he believed that the Enron stock was funded by a UBS forward and 
Andersen would not have approved the transaction if there was not adequate equity in the 
structure. Both Causey and Andersen said that the transaction was fine, so Blake assumed that 
there was enough equity at risk to comply with the SPE roles. 
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Blake could not recall whether Andereen, itself; made representations to the Board that 
they were involved in approvmg the structure. 

Finance Committee Meeting, October 11, 1999: 

When LJM2 was presented to the Board it was not in association with a specific 
transaction. Enron was looking for a structure that it could sell assets to in order to take them off 
the balance sheet. There was a lot of internal competition between the Enron subsidiaries and 
they were all driven to maximize the value of the fteir assets. Because it was in the best interest 
of the divisions to get the best price for the assets, the Board fell that it would ensure arm’s- 
lenzth negotiations with Fastow and LJM2. Blake was not aware of any other Enron employees 
that would be involved in LJM. He did not know about Michael Kopper’s involvement and 
never heard of a service agreement between Enron and LJM2 to share the cost of Enron 
employees. 

The advantages of LJM2 were transactions could be executed quickly, they could capture 
market value, LJM was flexible, LJM served as an optional equity investor and it reduced 
transaction costs. Fastow’ s involvement was beneficial because the transactions were complex 
and Fastow was already femiliar with them. 

Blake was under the impression that Enron employees in Global Finance who reported to 
Fastow would not negotiate with LJM or Fastow. Only the business unit heads would negotiate 
with the LJM because it was in their interest and it was their responsibility to obtain the best 
price for the assets they were selling. It was possible that the heads of the business units would 
go to Fastow’s group for financial advice, but in the end, it was their responsibility to get the best 
deal. 

Oversight Roles: 

There were a number of procedures put in place to oversee the transactions. Causey, Buy 
and Skilling were responsible for reviewing the transactions. 

Causey: Causey was the Chief Accounting Officer and he was responsible for reviewing each 
transaction to ensure the terms of the transactions were fair and make sure the accounting was 
proper. Causey had a fiduciary' responsibility to act in Enron’s best interest. He oversaw the 
entire relationship. He saw the economics of the deals and was responsible for ensuring that the 
process was followed. 

Buy: Buy had similar responsibilities to Causey. He was the most competent analyst at Enron. 
Buy was responsible for looking at the transactions as^a whole and at the underlying credit risk 
of the transactions. Blake thought Buy was responsible for looking at the transactions volatility 
and the adequacy of the equity'. 

Skilling: Skilling was responsible for overseeing the entire process, and in particular to ensure 
that the Code of Conduct was not being violated. Everyone knew that these were special 
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transactions and Skilling was aware of the problems with the conflict of interest. Fastow 
reported to Skilling and Skilling was responsible for supervising him. 

Lay had an oversight role, but it was different than Causey, Buy or Skilling’s role. 'When 
Sldlling was about to take over as CEO, Lay began to turn responsibilities over to him. Lay still 
had oversight responsibilities because he was Chairman and CEO. 

Audit Committee Review: 

Blake is familiar with the role of an audit committee in a company from his experience as 
a member of another company’s audit committee. Blake believes that much of the control 
process of a company occurs in the audit and the audit committee’s review. The other 
company’s audit committee’s routine is to be sensitive to noncompliance issues with procedures, 
create remedies for noncompiiance and follow up at the next meeting about the implementation. 
He believed that this was the same procedure for Enron’s Audit Committee. 

Blake believed that if there was a problem with any of the transactions that Andersen or 
V&E would bring the issue to the attention of the Committee. 

Finance Committee Review: 

Blake suggested on October 6, 2000, that the Finance Committee conduct quarterly 
reviews of the LJM transactions. Blake made the suggestion because he was concerned that an 
annual review of the transactions would not be sufflcient due to the number of transactions 
Enron was engaging in with UM. 

After the suggestion in October, the reviews were not done quarterly. Blake said that the 
follow-up on the reviews was terrible. The Finance Committee only conducted one quarterly 
review in February 2001. Skilling wanted to reduce the Board’s involvement in the day-to-day 
aspects of Enron. He did not oppose the Finance Committee reviewing the transactions, but he 
was not happy about it. Pug Vinokur and Blake had some conversations about the reviews 
outside of the Board and Committee meetings, but he does not know why they never continued . 
the reviews. Blake did not attend the Finance Committee meeting in February 2001, so he did 
not participate in the only quarterly review of LJM transactions. Vinokur told Blake that the 
Finance Committee had done a review the of the LJM transactions at the February 2001 meeting. 
Vinokur did not believe the quarterly reviews were necessary after February 2001 because a few 
months later Fastow sold his interest in LJM and there was no longer a conflict 

Finance Committee Meeting, May 1, 2000: 

In one of the presentations to the Committee there was a slide entitled “LJM2 Update.” 
One of the items listed was “direct and indirect earnings- was $229.5 million.” Blake did not 
recall a discussion about Enron making this much money from transactions with LJM. Blake 
recalls that there was a discussion about the $2 billion funds flow. The rationa! for these 
structures were to create funds-flow and provide liquidity relief. The amount of earnings may 
have been significant for the quarter, but he did not believe they were significant for the yearly 
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earnings. Blake focused on the balance sheet, funds flow, coverage and liquidity. He focused on 
the reference to the funds flow on the slide, not the earnings. He does not recall a discussion 
about the earnings at the meeting. 

Another statement on the slide was that in the Fourth Quarter 1999, Enron did six deals in 
eight days with LJM for a total of S 125 million. Blake said that LJM2's purpose was to do deals 
quickly. 

The slide also stated that LJM2 had a projected internal rate of return of 1 7.75%, Blake 
recalls hearing about the rate of return and was not told that LJM would not receive a higher 
internal rate of return. 

Board of Director Meeting: May 2, 2000; 

Blake recalls the Raptor structure was presented at the May 2, 2000 Board of Director 
meeting. Raptor was a hedging vehicle. LJM2 would receive a 30 % return and anything above 
30% Enron would receive. The oversight and governance w'as similar to the procedures put in 
place for the LJM transactions. The Board had concerns about consolidation because Fastow 
would be in the same situation as he was with the LJM transactions. Blake understood that there 
were other partners in the Raptor structure to avoid consolidation. 

One of the slides shown to the Board meeting discussed the “risks and mitigants” of 
Raptor. One of the risks was if Enron’ s stock declined in value. .At the time the stock was on a 
roll and the Board was confident, and in hindsight, probably overly confident, that it would 
continue. 

There was a discussion about the credit in the Raptor structure and the fact that it was 
funded with Enron stock. Blake said the Board was concerned about the issue, but was 
comforted that there was an early termination agreement with LJM2. 

Glisan, who reported to Fastow, made the presentation about Raptor and had signature 
authority on the deal. Blake thought that Glisan was in the position for administrative ease and 
coordinate the dialog between the business unit heads and LJM. The business units with the 
assets to be placed in Raptor negotiated with LJM, not Glisan. 

Blake presumed that the economic risk to the hedges were transferred and Andersen 
would review the transactions to make sure they were proper. 

On a slide entitled “Structural Highlights” there is a handwritten note, presmnably by the 
Corporate Secretary', that the economic risk of the hedge was not transferred. He remembers a 
discussion about the transfer of the economic risk, but he thought that the risk had been 
transferred. Blake does not know how to transfer P&L volatility without transferring economic 
risk. 
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Blake cannot recall any discussion about Enron purchasing a share settled put on its own 
stock for Raptor. Blake could also not recall any discussion that UM would receive 30% or $41 
million before the Raptor structure could transact 

Blake cannot recall any discussion about accounting scmtiny. Audit Committee or 
Finance Committee involvement in Raptor. 

On page three of the Finance Committee Minutes from May 1, 2000, Blake was surprised 
when he reread the minutes that Fastow mentions that he “hired individuals to manage the 
investment vehicles” for UMl and LJM2. He did not say whom he hired and Blake did not 
know that they were Enron employees. 

Blake does not recall any discussions about Raptor IH or The New Power Company. He 
was not aware that the Raptors had a credit capacity problem in late 2000 and the First Quarter 
200 1 . He believed that Rick Buy would bring credit capacity problems to the attention of the 
Board. Blake was not aware that there was a restructuring, of Raptor III at the end of the First 
Quarter 2001, nor that the restructuring involved $800 million of Enron stock. 

Blake did not know that the reference to $500 million of revenue in the Related Party 
Discussion in the 1 0-K 2000 was revenue from Raptor. He thought he heard something about 
the revenue at the time, but could not remember. 
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MEMORANDUM 


TO: 

File 

FROM: 

Lisa Henriques 

DATE: 

January 21, 2002 , 

RE: 

Ronnie Chan Interview 


On January 1 1, 2002, Chuck Davidow and Lisa Henriques of Wilmer, Cutler & Pickering 
(“WCP”) and Jason Richards of Deloitte & Touche (an accounting firm retained by WCP), spoke 
with Ronnie Chan, member of the Board of Directors, via telephone at Gibbs & Bruns LIP 
offices in Houston, Texas to gather information from him in order to allow WCP to provide legal 
advice to the Special Committee of Enron's Board of Directors. Kathy Patrick, Robin Gibbs, 

Jean Frizzell, and Jeremy Doyle all of Gibbs & Bruns, and Neil Eggleston of Howrey Simon 
Arnold & White, LLP were present and represented Chan, Jeffirey Rudman and another lawyer 
of Hale and Dorr, LLP were present by phone and also represented Chan. 

This memorandum has been prepared by counsel in anticipation of possible litigation 
arising from a Securities and Exchange Commission (“SEC”) investigation and any parallel or 
related proceedings. This memorandum incorporates the mental impressions, analyses and 
opinions of counsel. As such, this memorandum is intended solely to assist counsel in providing 
legal representation and advice to the Special Conunittee of Enron's Board of Directors, and is 
not intended to provide a substantially verbatim recital of Chan statements. The interview was 
based on WCP's understanding of the facts and review of documents as of the date of the 
interview. Furthermore, Chan has not reviewed this memorandum. Therefore, this 
memorandum may contain inaccuracies and the following discussion of certain events may be 
incomplete or lack context. 

At file outset, Davidow explained that WCP represented the Special Committee appointed 
by the Board to investigate certain transactions between Enron and related parties, and we were 
speaking to him as part of that investigation. Davidow stated that, in our view, the conversation 
was privileged but it was the Special Committee’s (or Enron’s) privilege, and that the Special 
Committee or Enron could decide what to do with &e privilege, not him, Davidow stated that 
Chan should anticipate that anything he told us would be conveyed to the Special Committee, 
and that the information could be communicated to others, such as the Board, others associated 
with Enron, and the Government. 

Chan did not have copies of the Board or Committee minutes and presentations. He 
responded to questions purely from memory. 
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Education and Experience: 

Chan received his MBA from The University of Southern California. After he received 
his degree, he was in the real estate business for a couple of years. He then worked for his 
family’s business in Hong Kong, Hang Lung, Hang Lung is a publicly listed company that 
focuses on property development, property investment and hotels. Chan is also involved in 
investment activity for his family. 

Chan has a working knowledge of accounting issues. He has taken accounting courses in 
business school and has become familiar with accounting issues through his work in a publicly 
listed compmiy. Chau had a general understanding of what a special purpose vehicle (SPE) is 
from meetings at Enron. Chan said it was his understanding that the basic rules for SPEs are 
they must have 3% cash equity and independent management. 

Chan became afSliated with Enron in February 1996 when Ken Lay asked him to become 
a member of the Board of Directors, Lay and Chan had been friends for some time and at the 
end of 1996, Chan accepted a position on the Board. He is also a member of the Finance and 
Audit and Compliance Committees. 

Chev/co: 

Chan vaguely recalls the buyout of CalPERS interest in JEDI JEDI was an entity that 
was created before he was a member of the Board. He does not recall any discussion of Chewco 
until recently. He does not recall Enron providing a loan to enable the buyout of CalPERS. If a 
presentation were given it would have been done by Causey, Fastow, Buy or Skilling. He does 
not recall if other Enron personnel were involved. He does not recall the details of JEDI H. 

UM: 


LJMl was presented to the Board in June of 1 999. Chan was not present at die meeting. 
He heard that Enron had set up LJM as an off-balance sheet entity. Chan was aware that UM’s 
General Partner was Andy Fastow and it was interesting to him that Fastow could be the GP of 
an entity transacting with Enron, Chan believed that LJM had a number of outside investors 
such as pension fends and institutional investors. Chan knew that LJMl pre-dated LJM2, but did 
not have a clear memoiy of the length of time between the two entities. Chan’s understanding of 
the purpose of LJMl and LJM2 was that Enron could monetize assets by putting them in UM. 
Chan defined monetizing as selling an asset to an entity. Chan believed that LJMl wascreated 
in order to hedge a particular asset, possibly Rhythms. Chan was aware that LJM was an SPE 
and does not recall discussions concerning whether Fastow could be the GP of UM and Enron 
having control of Fastow and therefore LJJ/L which would lead to Enron consolidating UM onto 
its balance sheets, 

Chan believed that Fastow represented LJM and would only be able to negotiate for UM. 
The division heads of the group that was selling the asset would be the person to negotiate on 
behalf of Enron with Fastow for UM. Ciian assumed that no one who reported to Fastow would 
negotiate on behalf of Enron. This poHoy would ensure that Enron was getting the best deal and 
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all negotiations would be done on the executive level, so there would be no conflict of interest. 
After the deal was negotiate4 Buy, Skilling and Causey would review die documents to make 
sure Enron received a fair deal. Chan expected the people reviewing the transactions and the 
people negotiating on behalf of Enron would ensure that the deal was Sir and that it was proper. 

Chan wanted to make sure that Fastow’s compensation was not “out of whack” due to Ms 
involvement in UM. Chan did not think it would be proper or look good to other employees if 
Fastow make a lot of money ftom Uhf, e^cially since UM was transacting with Earon, Chan 
asked a question in one of the meetings whether the assets sold to UM would result in a 
reasonable return on the asset Chan asked what Fastow’s return would be and someone on the 
Board answered that it would not be diffisrent from what he already received. Chan expected 
that someone at Enron, either SHUing or Causey, would monitor Fastow’s compensation. 

Chan calcMated in his head an estimation of Fastow’s return from UM. When LJMl 
was first introduced it was a small entity with only about S16 million dollars in equity. Chan 
afflumed that UM would receive a fair rate of return of approximately 15-20%. Therefore, UM 
would receive about S3-4 million return and a management fee. Chan believed the management 
fee was negligible because it is not the attractive part of the investment. Chan thought that 
Fastow would receive approximately 15-20% of tile UM return as a “cany,” which would mean 
that Fastow would receive about $800,000 to $1 million dollars. Chan did not think this was an 
umeasonabie rate of return because Fastow did make an investment that had risk. When LJM2 
was created, which was much larger than UMl, Chan did a similar calculation to the one he did 
for LJMl. He did not question the arrangement because he assumed that top management or the 
Compensation Committee would monitor Fastow’s compensation. 

Chan did not recall the Board discussing Fastow’s compensation until October of 2001 . 
Durii^ that meeting, someone, possibly Duncan, asked Fastow how much he made from his 
involvement with UM and Fastow would not answer the question. Management then looked 
into his compensation and told the Board that he made $20 million. The Board was shocked and 
enraged because it thought that management was supervising Fastow’s relationship with UM. 

Committes Oversight of UM Transactions: 

At every Audit Coimnittee meeting Chan said that there was a discussion with Andersen 
about tiie transactions and it signs off that the procedures were follovred. At the end of each year 
there was a more in depth review of all the aansactions. Chan also said that Andersen always 
reviewed and monitored the related party transactions. Chan does not remember the specifics of 
the LJM transactions. 

Usually, Causey would present a list of transactions to the Committee. The transactions 
were not discussed individually in detail. Chan relied on Causey to ensure that the deals were 
Mr and that the legal and accounting aspects of the transactions were done properly according to 
the deal approval process, GAAP and other rules. 

The Audit Committee reviewed the quarterly and annual report disclosures. The 
mentiseis of the Audit Committee would receive drafts of the reports in advance of the meeting. 
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If someone had a question about the statement they could ask it at the meeting. Duiing the 
meeting, the committee did not review the reports page by page. Andersen woidd report on the 
statement and direct the members’ attention to areas Andersen thot^t were note worthy. The 
committee members always asked a lot of questions about the related party transaction section of 
the reports. The committee memfaen asked Andersen whether anyone was breaking the rules 
and the members relied on Andersen to review and monitor the transactions. Usually David 
Doncan, Tom Bauer and Steve Goddard were the Andersen.people who attended the meetings 
and answered the questions. 

Chan was not aware of any other Enron employees, besides Fastow, who were investors 
in entitles transacting with Enron. Chan was shocked when he learned in October 200 1 that Ben 
GHsan invested in the entities because Glisan was the Treasurer and was making presentations to 
the Board. 

Rhythms: 

The Board discussed a hedge of Rhythms stock. Chan believes that at the time of the 
hedge, the structure was discussed with the Board, but Chan did not remember the details of the 
transaction. Chan could not remember what tiie value of the Rhythms hedge was nor did he 
recall any discussion of whether UMl had the credit capacity to pay the hedge. He also could 
not remember if there was a discussion about the Rhythms unwind. 

When Enron restated the financial statements in November 2001 there was a detailed 
discussion of the Rhythms transaction. The Rhythms stock, which was restricted, was dropped 
into a subsidiary of UMl, It was explained to the Board that when the stock was dropped into 
the subsidiary it should have been done at a discount firom an accounting perspective because the 
stock was restricted and you could not monetize it Enron needed to fix the accounting because 
the stock was not dropped in at a discount 

Chan did not have copies of the Board minutes and presentations, but was asked about 
the October 11, 1999, Board meeting. In the presentation there was a mention of the Rhythms 
Hedge being “in the money” $64 million. Chan could not recall hearing that Rhythms was “in 
the money.” Chan never wondered or realized that UM may have obligations greater than it 
could handle. 

Ctdaba: 

Chan remembers that Enron owned the power plant, but cannot recall what, if any, 
interest LIM had in the asset. 

Raptor: 

Chan had a difficult time separating what he learned about the Raptor structures in the 
last two months versus what he knew at the time of the transactions. There were discussions 
about Raptor in May 2000. Chan did not attend the Finance Committee meetup because he had 
a scheduling conflict with another Board that he is a member of. Chan attended the May 2000 
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Board meeting in peison. He cannot recall the structuring details of the transactions, but had a 
general understanding that the purpose of the Raptor structure was to hedge transactions. He 
relied on management to handle the details of creating and maintaining the structures. 

Chan recalls that The New Power Company (‘TMPC”) was discussed at the Board 
meetings, but cannot recall ifit was in relation to Raptor. Chan could not remember how 
profitable TMPC was in 2001, He does not recall any discussion in early 2001 about potential 
problems in Raptor. The first time he heard there was a problem with Piaptor was in die summer 
of 200 1 . Chan was not sure if he had heard about the unwind of the Raptors. 

Andersen: 

Chan was impressed with Andersen’s relationship with Enron. Chan has worked for a 
public company and is familiar with the relationship between auditors and companies. Andersen 
had a uniquely dose relationship with Enron because it had a permanent group of accountants 
working at Enron offices who had constant contact with Enron and a good working relationship. 
Andersen constantly was working with Enron to structure transactions and oversee the 
transactions. Andersen was involved and consulted with from the beginnmg of the transactions 
through the end. Andersen also would report to the Board and the Finance and Audit 
Committees about guidance Andersen sought from the Securities and Exchange Commission 
when it proposed certain transactions. Chan asked about the fees Enron paid Andersen. The fees 
were hi^, but Chan thought they were reasonable since Andersen had a constant presence at 
Enron and was involved in the business. 

Chan 's Sale of Enron Stock: 

Chan sold 8,000 shares of Enron stock in July 1999. Chan sold the stock because he 
heard that other members of Enron management were selling shares and thought that he should 
too. At the time he sold the stock he did not think there were problems Enron’s business. 
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MEMORANDUM 


TO: 

Enron File 

FROM: 

Lisa Hemiques 

DATE: 

January 10,2002 , 

RE: 

Paulo Fetraz Pereira 


On Januaiy 10, 2002, Chuck Davidow and lisa Hemiques of Wilmer, Cutler & Pickering 
(“WCP”) spoke with Paulo Fetraz Pereira, member of the Board of Directors of Enron Corp., via 
telephone from Gibbs & Bruns LLP office in Houston, Texas to gather informafron from him in 
order to allow WCP to provide legal advice to the Special Committee of Enron's Board of 
Directors. Kathy Patrick, Robin Gibbs, Jean Frkzell all of Gibbs & Bruns and Neil Eggleston of 
Howrey Simon Arnold & White, LLP were present and represented Ferraz. 

This memorandum has been prepared by counsel in anticipation of possible litigation 
arising from a Securities and Exchar^e Commission (“SEC’) investigation and any parallel or 
related proceedings. This memorandum incorporates the mental impressions, analyses and 
opinions of counsel. As such, this memorandum is intended solely to assist counsel in providing 
legal representation and advice to the Special Co mmi ttee of Enron's Board of Directors, and is 
not intended to provide a substantially verbatim redtal of Ferraz’s statements. The interview 
was based on WCP's understanding of the facts and review of documents as of the date of the 
interview. Furthermore, Ferraz has not reviewed this memorandum. Therefore, this 
memorandum may contain inaccuracies and the following discussion of certain events may be 
incongilete or lack context. 

Education and Experience: 

Ferraz was trained as an engineer and received a MBA from Harvard University. He 
spent one and a half years with a government entity venture capital group. He then started his 
own software management consulting firm. After a year and a half with the consulting group, he 
went to Group Bozano Bank. He was on the finance side and was in charge of personnel, 
accounting and finance. He then became Treasurer, and was responsible for intemational 

products and accounting. He later was appointed CEO. In January or March of2000, the bank 
was sold. He currently advises a holding company, owned by a Braziliaa billionaire, on 
investinents and divestures. 

In 1999, Enron was making substantia! investments in South America and wanted 
someone from the region to sit on the Board of Directors. Enron hired the headhunting firm of 
Spencer Stuart to locate a potential member of the Board from South America. The firm found 
Ferraz and he met with Jeff Skilling, Ken Lay and others from Enron. In October 1999, he was 
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elected to the board and attended Ms first meeting. Fenaz has served on both the Finance and 
Audit and Compliance Committees of Enron's board. 

Fenaz is fimiliar with accounting because he has a business degree and he was in charge 
of accounting groups in prior positions. He has no special accounting training, but feels that he 
has an undemtandi^ of accounting sufficient to discuss accounting issues wth auditors. He is 
familiar with American accounting practices, such as GAAP, because other firms he has been 
involved with in Brazil have done ADRs in the US and private equities that have required an 
understanding of GAAP. 

Ferraz is familiar with the requirements for Special Purpose Entities (“SPE”) because 
they are common in Brazil. Fenaz believes SPE’s are used in Brazil for the same reasons that 
they are used in the United States, to conduct off-balance sheet transactions and create leverage. 
He was aware of the 3% equity rule and the divestiture of control requirements in order to create 
an SPE. 

UMDeab: 

When Fenaz joined the Board in 1 999, LIMI was already in existence. In the first Board 
meeting that Ferraz attended in October of 1999, he became aware of IJM2. There was a 
discussion at the board meeting that UMI was a successful structure and that there was a need 
for IJM2. There was a lot of discussion about a possible conflict of interest involving Andy 
Fastow. There was a discussion at the Board meeting about the policies and procedures in place 
to protect Enron from the possible conflict. The policies included that Rick Buy and Rick 
Causey would verify the transactions and ensure that the deals were negotiated at arms-length. 
For larger deals, the Office of the Chairman would approve the deals. In addition, Arthur 
Andersen (“Andersen”) would verify the deals and conduct the external audit. Vinson & Elkins 
would serve as outside counsel. Ferraz believed that these procedures and verifications from 
internal Enron employees and external finns would provide Enron protection from possible 
conflict problems. The Board members trusted the parties involved to ensure that Enron 
received the best deal. Once the deal was approved, no one ever reported back to the Board that 
the deal was executed according to the board resolutions. The Board assumed that Andersen and 
the other individuals and entities were involved in all stages of the transaction. 

Ferraz remembers that presentations were given either at the October or December 1999 
meeting about the differences between UMI and IJM2, but he was too junior on the Board to 
realize the differences and he can not recall the details. No one on the Board disagreed with the 
creation of LJM2. Ferraz does not remember a discussion about Fastow’s compensation from 
his involvement in UM. There was no discussion about other Enron employees working for 
UM or any service agreements to pay employees compensation between Enron and UM. 

Fenaz did not know Michael Kopper. 

Usually, Skilling would give presentations about the transactions with UM. Lay would 
not participate in the presentation, but seemed knowledgeable about the transactions because he 
could answer questions about UM. Ferraz did not know if Lay actively participated in the 
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oveisight of the UM, but did not think so, because it was not part of his job description. It was 
the Chief Operating Officer’s responsibility to oversee the LJM transactions. 

The Board, Audit Committee, and Finance Committee did not know how much Fastow 
received fiom his involvement in UM. There was a discussion in a meeting that Ken Lay, Jeff 
S killin g and the Compensation Committee shouid look at Fastow’s compensation fiom UM. 
There was no other discussion until October 200 1 . Ferraz does not believe that anyone ever 
looked into Fastow’s compensation from UM because in October 200 1 , when they were told 
how much Fastow made, everyone was surprised. 

DASHs and Committee Review: 

Since Ferraz was a member of both the Finance and Audit committees it was diflScuIt for 
him to identify what information was presented at each meeting. He also did not have the 
opportunify to review the minutes or presentations prior to our interview. 

Prior to each meeting, the members of the Finance Committee are provided a packet of 
Deal Approval Sheets (DASHs) for their review. Ferraz could not recall if there were specific 
UM DASHs. At the Finance Committee meeting Buy, Causey and odters would discuss the 
deals. The deals were not individually discussed, but instead discussed in groups. Occasionally, 
a committee member would ask questions about a specific deal. Generally, the committee relied 
on man^ement to ensure that all policies and procedures were done and all the proper signatures 
were obtained. 

Causey also met with the Audit and Finance co mmi ttees at the end of the calendar year or 
the beginning of the year. Causey was responsible for ensuring that the deals with UM were 
accounted for properly. Andersen attended meetings that Causey would give his report and 
Andersen ensured the Board that Enron was accounting for its deals properly. Ferraz assumed 
that SPE’s were included in Andersen’s review. There were no discussions about the buybacks 
of the projects. He could not quantify how long Causey spoke at each committee. 

The Committees reviewed the lOK and lOQ. Andersen would make comments about the 
statements and the Board would rely on Andersetu The Committees also reviewed the proxy 
material. 

Cuidba: 

The Cuiaba deal was highly covered in the Brazilian press and Feiraz was femiliar with 
Cuiaba prior to joining Enron. He recalls that there was a large thermal plant in Bolivia that ha.t 
a pipeline built to Brazil where electricity was generated. This project was a joint venture with 
Shell. There were a number of problems with the project and it fiequently requested money 
fi:om the Board because the project was going over its budget. He does not recall any connection 
between the Cuiaba deal and LJM, nor does he recall discussions about LJM2 satisf^g SPE 
rules to deconsolidate Cuiaba from the balance sheet. 
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Raptor: 


Fenaz recalled that Raptor was created at the beginning of 2000. Feiraz participated by 
phone for the May 2000 meeting when Raptor was introduced. Ferraz originally planned to 
attend the Board meeting in person, but at last minute he was unable to attend. He did not have 
the presentations or agenda at the time of the meeting because there was not enough time to 
forward the materials to Brazil. He recalled that Raptor was a hedging vehicle but could not 
recall the vehicle in detail. Raptor II and the following Raptors were presented to the Board as 
follow-on hedging vehicles, but he does not recall the detils. There were no reports of die 
individual transactions that were accomplished through the Raptor vehicles. Instead, all of the 
transactions were reviewed, at once, at &e end of the year. Causey would usually make a 
presentation at the end of the year about the transactions, but he would not discuss the individual 
transactions. Andersen was present when the presentation was made and they would confirm that 
the transactions were done properiy. 

Fenaz recalled that The New Power Company (“TMPC”) was a project that involved 
selling power to retail customers through the intemeL He could not recall if this transaction was 
linked to Raptor. There was an IPO of TMPC in October 2000 and Enron was goii^ to hedge the 
position. He would not be surprised ifthis was part of the R^tor deals. 

Causey made a presentation in February 2001 about LJM and Raptor. Ferraz could not 
recall the discussion, but said that it is possible that the UM transactions and the Raptor 
transactions were on the list of transactions to review. If they were, he would have relied on 
Causey’s presentation and the fact that Andersen was present and confirmed the fact that they 
oversaw the transactions. 

During the Finance Committee meetings there were general discussions about Raptor. 
During the presentation about the merchant transactions, a list of the best and worst performing 
entities was provided to the committee, but he did not recall a discussion about Raptor 
specifically. He does not recall Raptor experiencing any financial problems or Enron issuing 
shares to assist the Raptor structure. 

TTie Restatement in Third Quarter 2001: 

At the beginning of 2001, Andersen said that in August or September 2000, Enron 
booked part of a transaction improperly, even though at the time Andersen said that the booking 
ofthe asset was proper. Due to the mistake, they needed to make the restatement. Ferraz 
thought that the transaction involved the Raptor unwind, but was not positive. 

Ferraz first heard of the restatement when Andersen called the Audit Committee a few 
days before the restatement. He thought that Causey, David Duncan of Andersen and Duncan’s 
supervisor were in Houston and called all the members of the Audit Committee. Andersen told 
them that there was a mistake and there was going to be a restatement The members of the 
committee were very angry and kept asking why the mistake was made and Andersen would not 
answer the question. The members of the Committee could not figure out how Andersen could 
have made a mistake of this magnitude. 
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MEMORANDUM 


TO: 

Enron Files 

FROM: 

Reed M. Brodsky 

DATE: 

January 14, 2002 

RE: 

Interview of Dr. Wendy Gramm 


On January 10, 2002, BUI McLucas, Chuck Davidow and Reed Brodsky of Wihner, 

Cutler & Pickering (“WCP”) and Ron Forster of Deloitte & Touche (an accounting firm retained 
by WCP), spoke wift Dr, Wendy Gramm, a Director on the Audit and Compliance Committee of 
Enron’s Board of Directors, at the offices of Gibbs & Bruns in Houston to gather information 
from her in order to allow WCP to provide legal advice to the Special Committee of Enron's 
Board of Directors, Robin Gibbs, Kathy Patrick, Jean Frizzell and Jeremy Doyle of Gibbs & 
Bruns and Neil Eggleston of Howrey Simon Arnold & White, LLP, were present and represented 
Dr. Jaedicke. 

This memorandum has been prepared by counsel in anticipation of possible litigation 
arising from a Securities and Exchange Commission C'SEC”) investigation and any parallel or 
related proceedings. This memorandum incorporates the mental impressions, analyses and 
opinions of counsel. As such, this memorandum is intended solely to assist counsel in providing 
legal representation and advice to the Special Committee of Enron’s Board of Directors, and is 
not intended to provide a substantially verbatim recital of Dr. Gramm’s statements. 

The interview was based on WCP's understanding of the facts and review of documents as of the 
date of the interview. Furthermore, Dr. Gramm has not reviewed this memorandum. Therefore, 
this memorandum may contain inaccuracies and the following discussion of certain events may 
be, incomplete or lack context. 

Davidow explained that we represented the Special Committee of Enron’s Board of 
Directors, that the conversation was privileged and confidential, but that the Special Committee 
could waive the privilege, and that it was very likely that the Special Committee would pass 
along what information we learned to the SEC and others looking at the issues. Dr. Gramm 
indicated that she understood. 

Background 

Dr. Gramm grew up in Hawaii. She attended Wellesley College and obtained a Ph.D. 
degree in economics from Northwestern University. She started her career as a professor at 
Texas A&M University and then joined the research staff of the Institute for Defense Analyses. 
She became the Executive Director of the Presidential Task Force on Regulatory Relief, and then 
Director of the Federal Trade Commission's Bureau of Economics. Subsequently, she served as 
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an Administrator for Moimation and Reguiatcay Affairs at the Office of Management and 
Budget, and later as Chairman of the U.S. Commodity Futures Trading Commission from 1988- 
1993. Today, she works for a non-profit organiz^on affiliated with George Mason University 
and is the head of George Mason’s regulatory studies program. 

When Dr. Gramm left the CFTC, she spoke to Ken Lay at an international conference, 
and Lay invited her to sit on Enron’s Board of Directors. In February 1993, Dr. Gramm joined 
Enron’s Board. She has served on the Audit and Compliance Committee since she joined the 
Board and the Nominating and Corporate Governance Committee. 

SPEs 

Dr. Gramm learned about SPEs mostly firom sitting on Enron’s Board, She has a general 
understanding of the rules governing deconsolidation. Basically, in order to deconsolidate and 
keep assets off-balance sheet, a company must satisfy the control and 3% equity interest 
requirements. Dr. Gramm understood to UMI and LJM2 satisfied the control requirement to 
be deconsolidated. 

Reliance on Accountants, Counsel, and Management 

Enron’s Board relied on a number of good professionals and the Company’s management 
to make sure that the SPE rules were followed. The Board asked the professionals, such as 
Arthur Andersen and outside counsel, whether they analyzed these partnerships carefully. 

When the related-party issue in UMI and LJM2 was raised, the Board asked Andersen 
and the lawyers whether the structures were legitimate. The Board believed that Andersen, the 
lawyers, and Enron management had looked closely at the issues. The Board relied on the Chief 
Accounting Officer (Rick Causey), the Chief Risk Officer (Rick Buy), Jef&ey Skilling, Andrew 
Fastow, Andersen’s team, including David Duncan, and Vinson & Elkins’ compliance review. 

At every Board and Audit Committee meeting, there were discussions with and presentations by 
Andersen and Vinson & Elkins regarding their respective reviews of the related-party 
transactions. 

At the end of 1999, Vinson & Elkins completed an independent review of the Company’s 
compliance program. At or around this time, LJM2 was being discussed. Dr. Gramm askwi 
Vinson & Elkins what its compliance priorities were, and Vinson & Elkins responded that 
related party and special purpose entities were among its priorities. 

Andersen informed the Audit Committee in 1999 that LJM transactions were among the 
issues that the accounting firm was spending a lot of time reviewing. Andersen presented a 
series of charts outlining the areas that required particular attention, and one of those areas 
involved structured vehicles. 
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June 28, 1999 Board Meeting 

UMl was proposed at a Board meeting during which the accountants, lawyers, and 
management represented that the stracture was analjtted carefully. Dr. Qtamm did not recall the 
length of the p-esentation. UMl was used to hedge Enron’s investment in RhythmsNet, because 
it was a volatile asset Volatile assets are difficult to value. Dr. Gramm did not think that 
Fastow’s compensation from UMl was discussed at the June 1999 Board meeting, and she 
would not have expected it to be discussed. Skilling, management, and Andersen were expected 
to monitor the transaction. 

Dr. Gramm thought that the Board was informed about the stracture of the RhythmsNet 
transaction after-the-fact through presentations, UMl had been capitaiized with $16 million. 
Details, such as the amoimt of money Enron paid for the put on RhythmsNet stock, would not. 
have been reviewed at that point by ie Audit Committee. A detailed discussion of the stracture 
of the transaction would have taken place at the Finance Committee meetings. In Februaiy 2000, 
the Audit Committee would review the year-end transactions. 

The Board discussed the potential conflict of interesL . Norm Blake was always talking 
about implementing “belts and suspenders” to ensure that the conflict was mitigated. Enron’s 
Board works weU together. This is aot the kind of Board that talks just to put matters on the 
record. Board members do not give speeches for the sake of being on the record. When Board 
members speak, they put thought into what they say. The Board was concerned about the 
conflict of interest. Management, Andersen, and Vinson & EUdns gave the Board comfort that 
the potential conflict was analyzed and proper controls would be implemented. The transactions 
were not done with an outside party, because they could be done more efficiently and at less cost 
than the related party transactions. Dr. Gramm vras impressed by the efficiency and reduction in 
costs. Outside patties would be willing to hedge large equity positions in non-public companies, 
such as RhytiimsNet at the same price, but it would be more expensive for Enron. Enron’s 
management had done a similar transaction with an outside party; Dr. Gramm could not recall 
the transaction or the outside party’s name. 

August 9, 1999 Audit Committee Meeting 

In August 1999, the Audit Committee held a meeting during which Andersen said that it 
was looking at tiie formation of an SPE and working with Enron’s management on accounting 
- issues. 


October 10-11, 1999 Board Meeting 

In October 1999, LJM2 was proposed to the Board. At this point, there was a lot more 
discussion about implementing layen of controls. The Board decided that the Audit Committee 
would conduct an annual review of related party transactions. The Office of the Chairman, 
Andersen, and Vinson & Elkins would also review all transactions. The fonnula for UM2’s 
income was discussed at the October 1999 meeting or later. 
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Febraary 7, 2000 Audit Comnsittee Meeting 

At the February 7, 2000 Audit Committee meeting, Causey presented the UMl and 
LJM2 transactions that took place in 1999. Causey said that the transactions were done on an 
arm’s-length basis and that he was comfortable with them. Causey was supposed to be 
reviewing everything to make sure that the Board’s instructions regarding fee potential conflict 
of interest were followed, feat the transactions were monitored, and feat the accounting for fee 
transactions was done properly. Enron wanted to move merchant assets to SPEs so feat they 
could be off Enron’s balance sheet and eventually sold to a third party. Caasey did not report, 
and she did not know, feat Enron bought back assets in fee first quarter 2000 feat Enron had 
previously sold to LJM2 in 1999. 

Enron obtained a fairness opinion regar ding LJM2 at fee start Although the Board did 
not expect fairness opinions for each transaction, it did expect ail procedures to be in place and 
fee accounting done correctly. Andersen told fee Committee feat these transactions were done 
appropriately, and Andersen was comfortable with the partnership structure. The Finance 
Committee was more concerned about the ainounts involved, the capita] sttucturss, and the deal 
structures. 

Enron’s management and Andersen were fundamentally responsible for analyzing fee 
economic substance of the transactions. The Board expected Causey with respect to fee 
accounting issues and Buy wife respect to fee finance issues to make sure that Enron was not at a 
disadvantage in fee transactions. The Board also expected Lay to be sufficiently famili ar wife 
fee economic substance of these transactions. While the Board did not expect Lay to know all 
the details, fee Board did not believe fee issues involving these transactions were over Lay’s 
head. The Board expected Skilling to know the details, and Skilling would often make fee 
presentations about fee related party transactions. Finally, fee Board expected Andersen to 
analyze fee transactions for economic substance. 

May 2, 2000 Board Meeting 

In May 2000, fee Board looked at Project Raptor. This project would have come to fee 
Board through the Finance Committee. At fee Audit Committee in May 2000 and throughout the 
year, fee related party and structured transactions were a high priority. Andersen made the point 
of getting out on the ftont-end of these transactions and issues. 

tt. Gramm’s attention was directed to page 23 of fee Project Raptor presentation. 

Dr. Gramm did not recall the comment “does not transfer economic risk hut transfers P&L 
volatility” or any discussion about economic risk. Raptor was going to be part of LJM2. UMl 
and IJM2 were different, and LJM2’s involvement in Raptor would not surprise her because it 
involved hedging transactions. Dr. Gramm speculated feat “economic risk” could refer to 
management risk, but there could still be a risk of losing money. She did not recall any 
infonnation about total return swaps involving Raptor or what assets were transferred into 
Raptor. She did not recall knowing at fee time about UM2’s investment of $30 million in 
Raptor H and feat Enron could not begin entering into transactions with Raptor n until LJM2 
received $41 million. She also did not recall knowing or discussing at the time Enron’s payment 
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of $41 million to LJM2 to purchase a put on its ovm stock. Dr. Gramm speculated that Enron 
might purchase a put on its own stock if it were hedging some of its assets or capitalizing 
something. 

Febniaiy 12, 2001 

Dr. Gramm’s attention was directed to Causey’s presentation before the February 12, 

2001 Audit Committee and Causey’s list of LJMl and IJM2 transactions in 2000. Causey 
informed the Board that the proper procedures and controls were followed. Dr. Gramm did not 
recall Causey’s discussion of the four Raptor vehicles. Causey never discussed how the vehicles 
were doing or whether they were underwater. She did not recall any discussion about Enron 
having to report an impairment amount of millions of dollars that would have an impact on 
earnings or how Emon could avoid taking a hit to earnings. She also did not remember any 
discussion of cross-coUateialization at any Board meetings. 

Third Quarter 2001 

Dr. Oraimn did not recall any discussion of unwinding the Raptors in the third quarter 

2001. 

Disclosure in Public FUings 

The Audit Committee reviewed drafts of the 10-Q's with Andersen before they were 
filed. The Committee did not review the related-party transactions in detail. The Committee 
expected Andersen and legal counsel to be satisfied with disclosures in the public filings. 

Dr. Gramm’s attention was directed to note 8 to the Financial Statements of the 10-Q for 
the first quarter 2001 discussing related party transactions. She did not recall any discussion by 
the Audit Committee of the disclosure in the second paragraph of note 8. Dr. Gramm did not 
remember that the ^selosure stated Enron delivered 1 2 million shares of restricted Enron stock 
and then entered into share settled costless collar arrangements on these same shares. She did 
not know why restricted stock was hedged. 

Fastow’s Compensation From LJMl and LJM2 

It was always represented that LJM2 would earn normal returns for a private equity fund 
in the private sector. IJM2 was not Fastow’s job. Fastow’s job was working for Enron as the 
Chief Financial Officer. 

In October 1999, although transactions with IJM2 had not yet begun, there was a 
discussion of Fastow's compensation. Skilling was to oversee that UMI and LJM2 earned 
normal rates of return for private equity funds in the marketplace. LJMl and LJM2 were 
considered separate entities, and some people questioned Enron’s right to know what Fastow was 
making. In May 2000, Proj ect Raptor was proposed. During the Board’ s discussions, Andersen 
represented that it was looking at Raptor and Enron’s governance structure. In October 2000, 
one year after UM2 was formed, there were discussions at the Board level about Fastow’s 
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compensation &om UMl and LJM2. The Board discussed with Skillmg how Skilling was going 
to review Fastow’s economic interest in the LJM funds, and the Board expected S killin g to 
follow through and undertake this review. In addition, the Board decided that the Compensation 
Committee should look at Fastow’s compensation fiom these partnerships. The Board decided 
to have Fastow’s compensation reviewed only one year after LJM2 was formed. 

Fastow’s salary at Enron and the related party transactions would have been disclosed in 
the Proxy Statements. Dr. Gramm did not recall focusing on the disclosure of Fastow’s 
compensation fi'om LJMl and LJM2. The Board relied on Andersen and Vinson & Elkins 
regarding what should and should not have been disclosed in the Company’s public filings. 

When Dr. Gramm eventually heard how much Fastow was making in late 2001 after 
Fastow had left the Company, she was surprised by the large amount of money he made. She 
was one of the people that pushed to find out what Fastow had earned. 

Stock Sales 

Dr. Gramm did not sell any Enron stock in 1999 or 2000. She sold some stock in 1998, 
because her husband. Senator Phil Gr amm, was going to get involved in energy-related issues, 
and they wanted to avoid any appearance of a conflict of interest Dr. Gramm received a 
variance fi'om the Board requirement that a Director must own stock, and she liquidated her 
holdings of Enron stock. 
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MEMORANDUM 


TO: 

Enron File 

FROM: 

Lisa Henriques 

DATE: 

January 10, 2002 

RE: 

Lord John Wakeham 


On January 10, 2002, Chuck Davidow and Lisa Henriques of Wilmer, Cutler & Pickering 
(“WCP”) spoke with Jeremy Doyle of Gibbs & Bruns LLP in regards to a conversation he had 
with Lord John Wakeham. Kathy Patrick, Robin Gibbs, Jean Frizzell, all of Gibbs Sc Bruns and 
Neil Eggleston of Howrey Simon Arnold Sc White, LLP were all present. 

This memorandum has been prepared by counsel in anticipation of possible litigation 
arising from a Securities and Exchange Commission (“SEC”) investigation and any parallel or 
related proceedings. This memorandum incorporates the mental impressions, analyses and 
opinions of counsel. As such, this memorandum is intended solely to assist counsel in providing 
legal representation and advice to the Special Committee of Etuon's Board of Directors, and is 
not intended to provide a substantially verbatim recital of Doyle’s statements. The interview was 
based on WCP's understanding of the facts and review of documents as of the date of the 
interview. Furthermore, Doyle has not reviewed this memorandum. Therefore, this 
memorandum may contain inaccuracies and the following discussion of certain events may be 
incomplete or lack context. 

Doyle stated that his client, Wakeham, did not have the opportunity to review the minutes 
and presentations to the Board or any Committees of the Board. Wakeham remembers that when 
he first joined the Board of Directors he had a conversation with an individual who lead the 
audit. Wakeham was fascinated that Arthur Andersen (“Andersen”) was able to finish the audits 
in a short period of time, especially since the transactions were so complex and there a number of 
transactions. The response to his comment was that Andersen had a good working relationship 
with Enron and Enron cooperated fully with Andersen. 
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The Numbers Game, Arthur Levitt, Chairman 


SPCH.T.1998.LevitL 

REMAIN BY CHAIRMAN ARTHm LEVITT 
SECURITIES AND EXCHANGE COMMISSION 
THE "NUMBERS GAME" 

NYU CENTER FOR LAW AND BUSINESS, 

NEW YORK, N.Y. 

SEPTEMBER 28, 1998 

Thank you very much. Dean Daly, Dean Sexton and to evetyone gathered this evening, fcank you for 
welcoming me tonight I am honored to be h^e on such an auspicious evening for both NYU and Bill 
AHen. 

The creation of the Center for Law and Business recognizes an important truth: we cannot continue to 
view the worlds of business and law as parallel but separate universes. And NYU could not have 
selected a more qualified or thoughtful individual than Bill as hs first director. His leadership of the 
Delaware Court of Chancery — acknowledged as the nation's most influential arbiter of corporate law — 
confirmed his reputation as a great thinker who effortlessly bridges the worlds of law and business. I’ve 
heard from friends on Wall Street that it's a far less stressful experience to hear Bill lecture in front of a 
classroom than from his former seat on the b^ch. 

Seven months ago, I expressed concerns about selective disclosure. Through conference calls or 
embargoed press releases, anal5^{s and mstitutional investors often hear about material news before it is 
made public. In the interval, there is a great deal of unusual trading. The practice had been going on for a 
long time. And, while everyone was aware of it, and most were extremely imcomfortable with it, few 
spoke out As the investor's advocate, the SEC did and we will continue to do so. 

Well, today. I'd like to talk to you about another widespread, but too little-challenged custom: earnings 
management This process has evolved over the years into what can best be characterized as a game 
among market participants. A game that, if not addressed soon, will have adverse consequences for 
America's financial reporting system, A game that runs coun^ to the very principles behind our 
market's strength and success. 

Increasingly, I have become concerned that the motivation to meet Wall Street earnings expectations may 
be overridMg common sense business practices. Too many corporate managers, auditors, and analysts 
are participants in a game of nods and winks. Inliie zeal to satisfy consensxis earnings estimates and 
project a smooth earnings path, wishful thinking may be winning tixe day over faithful representation. 

As a result, I fear that we are witiwssing an erosion in the quality of earnings, and therefore, the quality of 
financial reporting. Managing may be giving way to manipulation; Integrity may be losing out to 
illusion. 

Many in corporate America are just as frustrated and concerned about this trend as we, at the SEC, are. 
They know how difricult it is to hold the line on good practices when their competitors operate in the gray 
area between legitimacy and outright fraud. 


EC 000050988 

I tI.S. Senate Permanent Subcommittee on Investigations I 

EXHIBIT #78 I 




646 


A gray area where the accoundng is being perverted; where managers are cutting corners; and, where 
earnings reports reflect the desires of management rather than the ui\derlying financial performance of 
the company. 

Tonight, I want to talk about why integrity in financial repoitii^ is under stress and explore five of the 
more common accounting gimmicks we've been seeing. Finally, 1 will outline a framework for a financial 
community response to this situation. 

This necessary response involves improving both our accounting and disclosure rules, as well as the 
oversight and function of outside auditors and board audit committees. I am also calling upon a broad 
spectrum of capital market participants, from corporate management to Wall Street analysts to investors, 
to stand together and re-energize the touchstone of our fimancial reporting system: transparency and 
comparability. 

This is a financial community problem. It can't be solved by a government mandate: it demands a 
financial community response. 

THE ROLE OF FINANCIAL REPORTING IN OUR ECONOMY 

Today, America's capital markets are the envy of the world. Our efficiency, liquidity and resiliency stand 
second to none. Our position, no doubt, has benefited from the opportunity and potential of the global 
economy. At the same time, however, this increasing interconnectedness has made us more susceptible to 
economic and financial weakness half a world away. 

The significance of transparent, timely and reliable financial statements and its importance to investor 
protection has never been more apparent The current financial situations in Asia and Russia are stark 
examples of this new reality. These markets are learning a painful lesson taught many times before; 
investors panic as a result of unexpected or unquantifiable bad news. 

If a company fails to provide meaningful disclosure to investors about where it has been, where it is and 
where it is going, a damaging pattern ensues. The bond between shareholders and the company is 
shaken; investors grow anxious; prices fluctuate for no discernible reasons; and the trust that is the 
bedrock of our capital markets is severely tested. 

THE PRESSURE TO "MAKE YOUR NUMBERS’* 

While the problem of earnings management is not new, it has swelled in a market that is unforgiving of 
companies that miss their estimates. I recently read of one major U.S. company, that failed to meet its 
so-called "numbers" by one penny, and lost more than six percent of its stock value in one day. 

I believe that almost everyone in the financial community shares responsibility for fostering a climate in 
which earnings management is on the rise and the quality of fimanci^ reporting is on the decline. 
Corporate management isn't operating in a vacuum. In fact, the different pressures and expectations 
placed by, and on, various participants in the financial community appear to be almost self-perpetuating. 

This is the pattern earnings management creates: companies try to meet or beat Wall Street earnings 
projections in order to grow market capitalization and increase the value of stock options. Their ability to 
do this depends on achieving the earnings expectations of analysts. And analysts seek constant guidance 
from companies to frame those expectations. Auditors, who want to retain their clients, are under 
pressure not to stand in the way. 
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Our accounting principles weren't meant tX3 be a strai^acket Accountants are wise enough to know they 
cannot anticipate every business structure, or every new and innovative transaction, so they develop 
principles that allow for flexibility to adapt to changing circumstances. That's why the highest standards 
of objectivity, integrity and judgment can't be the exception. They must be the rule. 

Flexibility in accounting allows it to keep pace with business innovatioi\s. Abuses such as earnings 
management occur when people exploit this pliancy. Trickery is employed to obscure actual financial 
volatility. This, in turn, masks the true consequences of managements decisions. These practices aren't 
limited to smaller companies struggling to gain investor interest. It's also happening in companies whose 
products we know and admire. 

So what are these illusions? Five of the more popular ones I want to discuss today are "big bath" 
restructuring charges, creative acquisition accounting, "cookie jar reserves," "immaterial" misapplications 
of accounting principles, and the premature recognition of revenue. 

“Big Bath" Charges 

Let me first deal with "Big Bath" restructuring charges-. 

Companies remain competitive by regularly assessing die efficiency and profitability of their operations. 
Problems arise, however, when we see large charges associated with companies restructuring. These 
charges help companies "clean up" their balance sheet — giving them a so-called "big bath." 

Why are companies tempted to overstate diese charges? When earnings take a major hit, the theory goes 
Wall Street will look beyond a one-time loss and focus only on future earnings. 

And if these charges are conservatively estimated wid> a little extra cushioning, that so-caEed 
conservative estimate is miraculously reborn as income when estimates change or future earnings fall 
short. 

When a company decides to restructure, management and employees, investors and creditors, customers 
and suppliers all want to understand &e expected effects. We need, of course, to ensure that financial 
reporting provides this information. But this should not lead to flushing all the associated costs — and 
maybe a little extra - through the financial statements. 

Creative Acquisition Accounting 

Let me turn now to the second gimmick. 

In recent years, whole industries have been remade through consolidations, acquisitions and spin-offs. 
Some acquirers, particularly those using stock as an acquisition currency, have used this environment as 
an opportunity to engage in another form of "creative" accounting. I call it "merger magic." 

I am not talking tonight about the pooling versus purchase problem. Some companies have no choice but 
to use purchase accounting — which can result in lower future earnings. But that's a result some 
companies are unwilling to tolerate. 

So what do they do? They classify an ever-growing portion of the acquisition price as "in-process" 
Research and Development, so — you guessed it — the amount can be written off in a "one-time" charge — 
removing any future earnings drag. Equally troubling is the creation of large liabilities for future 
operating expenses to protect future earnings — all under the mask of an acquisition. 
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Miscellaneous "Cookie Jar Reserves" 

A tliird illusion played by some companies is using unrealistic assumptions to estimate Habiiities for such 
items as sales returns, loan losses or warranty costs. In doii^ so, they stash accruals in cookie jars during 
the good times and reach into them when needed in the bad times. 

I'm reminded of one U.S. company who took a large one-time loss to earnings to reimburse franchisees for 
equipment. That equipment, however, which included literally the kitchen sink, had yet to be bought. 
And, at the same time, they announced that future earning would grow an impressive 15 percent per 
year. 

"Materiality" 

Let me turn now to the fourth gimmick — the abuse of materiality — a word that captures the attention of 
both attorneys and accountants. Materiality is another way -we build flexibility into financial reporting. 
Using the logic of diminishing returns, some items may be so insignificant that they are not worth 
measuring and reportog with exact precision. 

But some companies misuse the concept of materiality. They intentionaEy record errors within a defined 
percentage ceiling. They then try to excuse that fib by arguing that the effect on the bottom line is too 
small to matter. If that's the case, why do they work so hard to create these errors? Maybe because the 
effect can matter, especially if it picks up that last penny of the consensus estimate. When either 
management or the outside auditors are questioned about these clear violations of GAAP, they answer 
sheepishly, "It doesn't matter. It's immateriaL" 

In markets where missing an earnings projection by a penny can result in a loss of millions of dollars in 
market capitalization, I have a hard time accepting that some of these so-called non-events simply don't 
matter. 

Revenue Recognition 

Lastly, companies try to boost earnings by manipulating the recognition of revenue. Think about a bottle 
of fine wine. You wouldn't pop the cork on that bottle before it was ready. But some companies are 
doing this with their revenue — recognizing it before a sale is complete, before the product is delivered to 
a customer, or at a time when the customer still has options to terminate, void or delay the sale. 

ACTION PLAN 

Since U.S. capital market supremacy is based on the reliability and ti’ansparency of financial statements, 
this is a financial community problem tixat calls for timely financial commuruty action. 

Therefore, I am calling for immediate and coordinated action; technical rule changes by the regulators 
and standard setters to improve the transparency of financial statements; enhanced oversight of the 
financial reporting process by those entrusted as the shareholders' guardians; and nothing less than a 
fundamental cultural change on the part of corporate management as well as the whole financial 
community. 

This action plan represents a cooperative public-private sector effort It is essential that we work together 
to assure credibility and transparency. Our nine-point program calls for both reg^ulators and the 
regulated to not only maintain, but increase public cortfidence which has made our markets the envy of 
the world. I believe this problem calls for immediate action that includes the following specific steps; 
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Improving the Accounting Framework 

First, I have instructed the SEC staff to require well-detailed disclosures about tire impact of changes in 
accounting assumptions. This should include a supplement to the financial statement showing beginning 
and ending balances as well as activity in between, including any adjustments. This will, I believe, enable 
the market to better understand the nature and effects of the restructuring liabilities and other loss 
accruals. 

Second, we are challenging the profession, through the AICPA, to clarify the ground rules for auditing of 
purchased R&D. We also are requesting that they augment existing guidance on restructurings, iarge 
acquisition write-offs, and revenue recognition practices. Ifs time for the accounting profession to better 
qualify for auditors what's acceptable and what's not 

Third, I reject the notion that the concept' of materiality can be used to excuse deliberate misstatements of 
performance. I know of one Fortune 500 company who had recorded a significant accounting error, and 
whose auditors told them so. But they stHI used a materiality ceiling of six percent earnings to justify the 
error. I have asked the SEC staff to focus on this problem and publish guidance that emphasizes the 
need to consider qualitative, not just quantitative factors of earnings. Materiality is not a bright line cutoff 
of three or five percent. It requires consideration of all relevant factors that could impact an investor's 
decision. 

Fourth, SEC staff will immediately consider interpretive accounting guidance on the do's and don'ts of 
revenue recognition. The staff will also determine whether recently published standards for the software 
industry can be applied to other service companies. 

Fifth, I am asking private sector standard setters to take action where current standards and guidance are 
inadequate. I encourage a prompt resolution of the EASB's projects, currently underway, that should 
bring greater clarity to the definition of a liability. 

Sixth, the SEC's review and enforcement teams will reinforce these regulatory initiatives. We will 
formally target reviews of public companies that announce restructuring liability reserves, major 
write-offs or other practices that appear to manage earnings. Likewise, our enforcement team will 
continue to root out and aggressively act on abuses of the financial reporting process. 

Improved Outside Auditing in the Fmancial Reporting Process 

Seventh, I don't think it should surprise anyone here that recent headlines of accounting failures have led 
some people to question the thoroughness of audits. I need not remind auditors they are the public's 
watchdog in the fmancial reporting process. We rely on auditors to put something like the good 
housekeeping seal of approval on the information investors receive. The integrity of that information 
must take priority over a desire for cost efficiencies or competitive advantage in the audit process. High 
quality auditing requires well-frained, well-focused and well-supervised auditors. 

As I look at some of the failures today, I can't help but wonder if the staff in the trenches of the profession 
have the baining and supervision they need to ensure that audits are being done right. We cannot permit 
thorough audits to be sacrificed for re-engineered approaches that are efficient, but less effective. I have 
just proposed that tlie Public Oversight Board form a group of all the major constituencies to review the 
way audits are performed and assess the impact of recent trends on the public interest. 


Strengthening the Audit Committee Process 
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And, finally, qualified, committed, independent and tough- minded audit committees represent tire most 
reliable guardians of the public interest Sadly, stories abound of audit committees whose members lack 
expertise in the basic principles of financial reporting as well as the mandate to ask probing questions. In 
fact. I've heard of one audit committee that convenes only twice a year before the regular board meeting 
for 15 minutes and whose duties are limited to a perfunctory presentation. 

Compare that situation with the audit committee which meets twelve times a year before each board 
meeting; where every member has a financial background; where there are no personal ties to the 
chairman or the company; where they have their own advisers; where they ask tough questions of 
management and outside auditors; and where, ultimately, the investor interest is being served. 

The SEC stands ready to take appropriate action if that interest is not protected. But, a private sector 
response that empowers audit committees «ind obviates the need for public sector dictates seems the 
wisest choice. I am pleased to announce that the financial community has agreed to accept this challenge. 

As part eight of this comprehensive effort to address earnings management, the New York Stock 
Exchange and the National Association of Securities Dealers have agreed to sponsor a "blue- ribbon" 
panel to be headed by John Whitehead, former Deputy Secretary of State and retired senior partner of 
Goldman, Sachs, and Ira Millstein, a lawyer and noted corporate governance expert. Within the next 90 
days, this distinguished group will develop a series of far-ranging recommendations intended to 
empower audit committees and function as the ultimate guardian of investor interests and corporate 
accountability. They are going to examine how we can get the right people to do the right things and ask 
the right questions. 

Need for a Cultural Change 

Finally, I'm challenging corporate management and Wall Street to re-examine our current environment. I 
believe we need to embrace nothing less tixan a cultural change. For corporate managers, remember, the 
integrity of the numbers in the financial reporting system is directly related to the long-term interests of a 
corporation. While the temptations are great, and the pressures strong, illusions in numbers are only tiiai 
— ephemeral, and ultimately self-d.estructive. 

To Wall Street, I say, look beyond the latest quarter. Punish those who rely on deception, rather than the 
practice of openness and transparency. 

CONCLUSION 

Some may conclude that this debate is nothing more than an argument over numbers and legalistic terms. 
I couldn't disagree more. 

Numbers in the abstract are just that — numbers. But relying on the numbers in a financial report are 
livelihoods, interests and ultimately, stories: a single mottier who works two jobs so she can save enough 
to give her kids a good education; a father who labored at the same company for his entire adult life and 
now just wants to enjoy time with his grandchildren; a young couple who dreams of starting their own 
business. These are the stories of American investors. 

Our mandate and our obligations are clear. We must rededicate ourselves to a fundamental principle: 
markets exist through the grace of investors. 

Today, American markets enjoy the confidence of the world. How many half-truths, and how much 
accounting sleight-of-hand, will it take to tarnish that faith? 
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As a former businessman, I experienced ail kinds of markets, dealt with a variety of trends, fads, fears, 
and irrational exuberances. I learned that some habits die hard. But, more than anything else, I learned 
that progress doesn't happen overnight and its not sustained through short cuts or obfuscation. It's 
induced, rather, by asking hard questions and accepting diffiniTt answers. 

For the sake of our markets; for the sake of a globalized economy which depends so much on the 
reliability of America's financial system; for the sake of investors; and for the sake of a larger commitment 
not only to each other, but to ourselves, I ask that we join together to reinforce the values that have 
guided our capital markets to unparalleled supremacy. Together, through vigilance and trust, I know, we 
can succeed. 

Thank you. 


©1998 Arthur Andersen. Aif Rights Reserved. 
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verview and 
Recommendations 


Recommendations for the performance of audit committees must be 
founded in the practices and attitudes of the entire board of directors. 
We, therefore, at the outset, urge boards of director to understand and 
adopt the attitude of the modern board which recogriizes that the board 
must perform active and independent oversight to be, as tlie law 
requires, a fiduciary for those who invest in the corporation. Board 
membership is no longer Just a reward for “making it” in corporate 
America; being a director today requires the appropriate attitude and 
capabiliti^, and it demands time and attention. 

The measure of the board, then, is not simply whether it fulfills its 
“legal” requirements but, more importantly, the board’s attitude and how 
it puts into practice Its awareness and understanding of its respor^ibili' 
ties. Is the board simply going through the motions, or has it demon- 
strated awareness of its important role by having some form of inde- 
pendent leadership that can act without relying only on management s 
initiative? Has the board established guidelines or operational proce- 
dures for its own functioning? Do the independent directors meet alone 
periodically to evaluate management and company performance and 
strategy? Does the board engage in individual director and full board 
evaluation? From self-generated measures such as these, one can infer 
that the board is aware, independent, professional and well-governing, 
or at least is endeavoring to be distinct from management. In essence, 
these signs show that a board is moving from being passive to active. 

If a board is functioning properly, the audit committee can build 
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on and relate to these veiy same board-wide principles. If the board is 
dysfunctional, the audit committee likely will not be mucii better. We 
cannot, however, suggest a single appropriate template for oversight by 
all audit committees, just as “one size doesn’t fit all" when it comes to 
board governance, “one size can’t fit all" audit committees. Within 
broad parameters, each aiuilt committee should evolve and develop its 
own guidelines suited to itself and its corporation. 

A starting point for the development of audit committee guidelines 
Is a recognition of the audit committee’s position in the larger gover- 
nance process as it relates to the oversight of financial reporting. 
Certainly, It is not the role of the audit committee to prepare financial 
statements or engage in the myriad of decisions relating to the prepara- 
tion of those statements. The committee's job is clearly one of oversight 
and monitoring, and in carrying out this job it acts in reliance on senior 
financial management and the outside auditors- A proper and well- 
functioning system exists, therefore, when the three main groups respon- 
sible for financial reporting — the full board including the audit commit- 
tee, financial management including the internal auditors, and the out- 
side auditors — form a “three-legged stool" that supports responsible 
financial disclosure and active and participatory overeight. However, in 
the view of the Committee, the audit committee must be “first among 
equals” in this process, since the audit committee is an extension of the 
full board and hence the ultimate monitor of the process. 

Turning from awareness and execution of responsibilities to 
another modern element of governance, we note that disclosure and 
transparency have become the first hallmark of good governance looked 
to by investors. The lack of disclosure and transparency no doubt con- 
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tributed to the recent flight of capital from Asia. If a corporation is to 
be a viable attraction for capital, its board must ensure disclosure and 
transparency concerning the company’s true financial performance as 
well as its governance practices. Accounting games may be short-term 
fixes, but they are not long-term bases for financial credibility. 

Our recommendations, thes'efore. build on these two essentials: 
first, an audit committee with actual practices and overall performance 
that reflect the professionalism embodied by the frill board of which it is 
a part, and second, a legal, regulatory, and self-regulacoiy framework that 
emphasizes disclosure and transparency and accountability. 

The Committee wishes to stress that while the recommendations 
in this Report appear separately, they together form a mosaic to enhance 
financial reporting and oversighfot that process; In this light, the 
Committee views the recommendations as an integrated set of objectives 
that must be adopted in its entirety in order to accomplish the intended 
results. The need for such an integrated approach is of even greater 
importance given the fact that implementation will require action by a 
number of entities including the Securities and Exchange Commission 
(SEC), the securities markets throxigh the self-regulatory organizations 
(SROs), the accounting profession, and, of course, boards and audit 
committees. 

Notably, while several of the recommendations that apply to public 
companies contemplate an exemption for smaller entities due to the bur- 
dens involved, the Committee urges all companies regardless of size to 
make a good faith attempt to follow these recommendations, Similarly, 
while a number of the recommendations propose amendments to the 
listing standards applied by the NYSE and the NASD, the Committee 
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hopes that these proposed amer«3ments to listing standards be consid- 
ered by any market that is a primary venue for US. equities, 

It is with these pers|:«ctiv€s the Committee advanc^a the recom- 
mendations outlined in summary form below. The section of this 
Report, entitled "The Audit Committee as Catalyst for Effective 
Financial Reporting,” more fully describes the rationale and intentions 
underlying each of these recommendations. 
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Summary 


The first two recommendations are aimed at strengthening the inde- 
pendence of the audit committee: 


Recommendation 1 

The Committee recommends that bodi the New York 
Stock Exchange (NYSE) and the National Association of 
Securities Dealers (NASD) adopt the following definition of 


independence for purposes of ser\-ice on the audit committee for 
listed companies with a market capitalization above $200 million 
(or a more appropriate mezBure for identifying smailer-sized com- 
panies as determined Jointly by the NYSE and the NASD) : 

Members of the audit committee shall be considered inde- 


pendent if they have no relationship to the corporation that 
may Interfere with the exercise of their independence from 
management and the corporation. Examples of such relation- 


ships include: 


• a director being employed by the corporation or any of its 
affiliates for the current year or any of the past five years; 


* a director accepting any compensation from the corporation 
or any of its affiliates other than compensation for board 
service or benefits under a tax-qualihed retirement plan; 


* a director being a member of the immediate family of an 
individual who is, or has been in any of the past five years, 
employed by the corporation or any of its afffliates as an 
executive officer; 


• a director being a partner in, or a controlling shareholder or 
an executive officer of, any for-profit business organization 
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to which the corporation made, or from which the corpora- 
tion received, payments that are or have been significant* 
to the corporation or business organization in any of the 
past five years; 

* a director being employed as an executive of another com- 
pany where any of the corporation's executives serves on that 
company’s compensation committee. 

A director who has one or more of these relationships may 
be appointed to the audit committee, if the board, under excep- 
tional and limited circumstances, determines that membership 
on the committee by the individual is required by the best 
Interests of the corporation and its shareholders, and the board 
discloses, in the next annual pro:Q^ statement subsequent to 
such determination, the nature of the relationship and the rea- 
sons for that determination. 


Recommendation 2 

The Committee recommends that In addition to adopting 
and complying with the definition of independence set forth 
above for purposes of service on the audit committee, the NYSE 
and the NASD require that listed companies with a market 
capitalization above $200 million (or a more appropriate meas- 
ure for identifying smaller-sized companies as determined jointly 
by the NYSE and the NASD) have an audit committee com- 
prised solely of independent directors. 

The Committee recommends that the NYSE and the 
NASD maintain their respective current audit committee inde- 
pendence requirements as well as their respective definitions of 

* The Committee views the term “slgnincant" In the spirit of Section 1 .34 (a) (4) of the 
American Law Institute Principles of Corporate Governance and the accompanying commentary 
to th^section. 
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independsncs for listed companies with a market capitalisation 
of $200 million or below (or a more appropriate measure for 
identifying smailer-si 2 »d companies as determined jointly by the 

NYSE and the NASD). 

Our second set of recommendations Is aimed at making the audit com- 
mittee more effective: 


Recommendation 3 

The Committee recommends that the NYSE and the 
NASD require listed comparues with a market capitalization 
above $200 million (or a more appropriate measure for identify- 
ing smaller-sized companies as determined Jointly by the NYSE 
and the NASD) to have an audit committee comprised of a 
minimum of three directors, each of whom is financially literate 
(as described in the section of this report entitled “Financial 
Literacy") or becomes financially literats within a reasonable 
period of time after his or her appointment to the audit com- 
mittee, and further that at least one member of the audit com- 
mittee have accounting or related financial management 
expertise. 

The Committee recommends that the NYSE and the 
NASD maintain their respective current audit committee size 
and membership requlremmts for companies with a market 
capitalization of $200 million or below (or a more appropriate 
measure for identifying smaller-sized companies as determined 
Jointly by the NYSE and the NASD). 
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Recommendation 4 

The Committee recommends that the NYSE and the 
NASD require the audit committee of each listed company to 
(i) adopt a formal writtm charter that is approved by the Ml 
board of directors and that specifies the scope of the commit- 
tee’s responsiblilti^, and how it cairies out those responsibili- 
ties, including strucbore, processes, and membership require- 
ments, and (ii) review and reassess the adequacy of t±ie audit 
committee charter on an annual basis. 

Recommendation 5 

The Committee recommends that the Securities and 
Exchange Commission (SEC) promulgate rules that require the 
audit committee for each reporting company to disclose in the 
company’s projty statement for Its annual meeting of sharehold- 
ers whether the audit committee has adopted a formal written 
charter, and, if so, whether the audit committee satisfied its 
responsibilities during the prior year in compliance with its 
charter, which charter shall be disclosed at least trlennially in 
the annual report to shareholders or proxy statement and in the 
next annual report to shareholders or proxy statement after any 
significant amendment to that charter. 

The Committee further recommends that the SEC adopt a 
'safe harbor" applicable to all disclosure referenced in this 
Recommendation 5. 
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Our final group of recommendations addresses mechanisms for 
accountability among the audit committee, the outside auditors, and 
management: 


Recommendation 6 

The Committee recommends that the listing rules for 
both the NYSE and the NASD require that the audit commit- 
tee charter for every listed compciny specify that the outside 
auditor Is ultimately accountable to the board of directors and 
the audit committee, as representatives of shareholders, and 
that these shareholder representatives have the ultimate 
authority and responsibility to select, evaluate, and, where 
appropriate, replace the outside auditor (or to nominate the 
outside auditor to be proposed for shareholder approval in any 
pro?o^ statement) . 


Recommendation 7 

The Committee recommends that the listing rules for 
both the NYSE and the NASD require that the audit commit- 
tee charter for every listed company specify that the audit com- 
mittee is responsible for ensuring its receipt from the outside 
auditors of a formal written statement delineating all relation- 
ships between the auditor and the company, consistent with 
Independence Standards Board Standard 1, and that the audit 
committee is also responsible for actively engaging in a dialogue 
with the auditor with r^pect to any disclosed relationships or 
services that may impact the objectivity and independence of 
the auditor and for taking, or recommending that the full board 
cake, appropriate action to ensure the independence of the out- 
side auditor. 
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Recommendation 8 

The Committee recommends that Generally Accepted 
Auditing Standards (GAAS) require that a company’s outside 
auditor discuss with the audit committee l±ie auditor’s judg- 
ments about the quality, not just the acceptability, of the com- 
peiny's accounting principles ^ applied in its Hnanclal report- 
ing; the discussion should irudude such issues as the clarity of 
the company’s financial disclosures and degree of aggressiveness 
or conservatism of the company’s accounting principles and 
underlying estimates and other significant decisions made by 
management in preparing the financial disclosure and reviewed 
by the outside auditors. This requirement should be written In 
a way to encourage open, frank discussion and to avoid boiler- 
plate. 


Recommendation 9 

The Committee recommends that the SEC require all 
reporting companies to Include a letter from the audit commit- 
tee in the company’s annual report to shareholders and Form 
10-K Annual Report disclosing whether or not, with respect to 
the prior fiscal year: (l) management has reviewed the audited 
financial statements with the audit committee, including a dis- 
cussion of the quality of the accountli^ principles as applied 
and significant Judgments affecting the company’s financial 
statements; (il) the outside auditors have disctissed with the 
audit committee the outside auditors’ Judgments of the quality 
of those principles as applied and Judgments referenced in (l) 
above under the circumstances; (Ui) the members of the audit 
committee have discussed among themselves, without manage- 
ment or the outside auditors present, the Information disclosed 
to the audit committee described In (i) and (li) above; and (iv) 
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the audit committee, in reliance on the review and discussions 
conducted with management and the outside auditors pursuant 
to (i) and (ii) above, believes that the company's financial 
statements are fairly presented in conformity with GMierally 
Accepted Accounting Principles (GAAP) in all material 
respects. 

The Committee further recommends that the SEC adopt a 
"safe harbor” applicable to any disclosure referenced in this 
Recommendation 9. 

Recommendation 10 

The Committee recommends that the SEC require that a 
reporting company’s outside auditor conduct a SAS 71 Interim 
Financial Review prior to the company's filing of its Form 10-Q. 

The Committee ftirther recommends that SAS 71 be 
amended to require that a reporting company’s outside auditor 
discuss with the audit committee, or at least Its chairman, and 
a representative of financial management, in person, or by 
telephone conference call, the matters described in AU 
Section 380, Communications With the Audit Committee, 
prior to the filing of the Form lO-Q (and preferably prior to 
any public announcement of financial results). Including sig- 
nificant adjustments, management Judgments and accounting 
estimates, significant new accounting policies, and dis^ee- 
ments with management. 


16 



665 


m HOWREY 


June 21, 2002 



1299 Pennsylvania Ave., NW 
Washington, DC 20004-2402 
Phone 202.783.0800 
Fax 202.383.6610 
A Limited LiABiirry Partnership 

W. Neil Eggleston 
Partner 
202.383.7433 
egglestoiin@liowrey.com 


BY HAND 


Mary Robertson 
Chief Clerk 

U.S. Senate Permanent Subcommittee on bivestigation 


Dear Ms. Robertson: 

Enclosed please find a copy of the May 7, 2002 Transcript of Proceedings before the 
Senate Permanent Subcommittee on Investigations of the Governmental Affairs Committee. 

This copy contains the edits and clarifications of Messrs. Blake, Duncan, and Winokur, and Drs. 
Jaedicke and LeMaistre. 

Pages 1 09- 11 6 of the transcript contain questions from Senator Fitzgerald regarding each 
witness’s Enron stock shares and options. At the time they testified, each witness approximated 
the amount of shares and options he owned, related cost basis information, etc. The witnesses 
have clarified this testimony and now provide more precise information in response to Senator 
Levin’s Supplemental Questions for the Record, which ask for similar information. 

Dr. Jaedicke seeks to clarify his testimony that appears on pages 143-44 of the transcript. 
The exchange between Dr. Jaedicke and Senator Levin on those pages relates to Senator Levin’s 
question of whether there was any limit on how much Enron stock, preferred or otherwise, that 
had to be sold, if necessary, to pay back the bondholders associated with the Whitewing 
transactions. Dr. Jaedicke misunderstood Senator Levin’s question and now clarifies his 
testimony as follows: 

When we approved the restructuring of Whitewing transactions, the minutes 
reflect that a specific number of preferred and common shares were set aside for 
credit support in these transactions. The number of shares dedicated to this credit 
support could not exceed that limit without Board approval. 

Mr. Winokur seeks to clarify his testimony on page 141, where Senator Levin asks: 

Now, were the bondholders — did they have a guarantee that if the assets did not 
generate cash to pay them back on their bonds, that Enron shares would be used to 
pay them back? 

Mr. Winokur clarifies his response as follows: 

! U.S. Senate Permanent Subcommittee on Investigations I 

EXHIBIT #80 I 
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Mary Robertson 
Chief Clerk 
June 21, 2002 
Page 2 


I believe that, based upon the resolution authorizing this transaction, there was 
contingent credit support provided in die form of convertible preferred shares. 

This was not an open-ended guarantee. 

Mr. Winokur also clarifies his reqionse to the exchange between Senator Levin and him 
that appears on pages 188-190, as follows: 

On pages 188-190, 1 was confused by Saiator Levin's questions 
concerning the assets that had been contributed to the Raptor vehicles. I correctly 
stated that Enron was contributing to the Raptor structures uiuealized gains on 
forward contracts on Enron stock. I was confined, however, by Senator Levin's 
reference to the use of Enron stock as "collateral” for these hedges. As is 
disclosed in Enron's Form lOKs, and as was explained to the Board when it 
approved these transactions, the R^tor structures involved the sale of certain 
shares of Enron stock to the vehicles in exchange for a note receivable from each 
Raptor entity. 

More generally, the Board was advised that each of these structures 
involved a fixed number of Enron shares that would be at risk on the Enron 
Derivative and on the Secmities AgreOTients. {See Board Minutes of May 2, 

2000 at pg. 6 (“the maximum number of shares of Company Common Stock (i) 
subject to the ENE Derivative shall not exceed 7.5 million shares and the ENE 
Derivative shall provide that any payment required to be made by Harrier or the 
company thereunder may be made in either cash or shares of the Company’s 
Common Stock, at the Company’s sole option, and (ii) issuable tmder the 
Securities Agreement shall not exceed 4.2 million shares.”); Executive Committee 
Minutes of June 22, 2000 (“the maximum number of shares of Company 
Common Stock (a) subject to the Enron Derivative shall not exceed 8.0 million 
shares, and (b) issuable under the Securities Agreement shall not exceed 8.0 
million shares.”); and Board Minutes of August 7, 2000 (“the maximum number 
of shares of Company Common Stock (a) subject to each ENE Derivative shall 
not exceed 8.0 million shares, and (b) issuable under each Securities Agreement 
shall not exceed 8.0 million shares; and the maximum number of shares of 
Company Common Stock (a) subject to all ENE Derivatives contemplated.. .shall 
not exceed 16 million shares and issuable under all Secimties Agreements 
contemplated... shall not exceed 16 million shares.”). As it pertains to the 
transactions we knew as Raptors 1, II and IE, the existence of these derivatives 
was disclosed in Enron's Form lOK at note 1 1, relating to Common Stock, and at 
note 16, concerning the Related Party transactions. 
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Senator Carl Levin 

Supplemental Questions For The Record 
Pennanent Subcommittee on Investigations’ Hearing 
The Role of the Board of Directors In Enron 's Collapse 
May 7, 2002 


For Each Board Member Who Testified : 

1. In accordance with the Subcommittee’s previous requests and Senator Fitzgerald’s 
question from the hearing, please provide file Subcommittee with the following 
information: 

a. How many Enron options do you curroitly hold? 

b. How many Enron shares do you currently own? 

c. How many of these shares were purchased outright and how many were the result 
of options exercised? 

d. The dates, number of shares and dollar value associated with any Etrron share sale 
since January 1, 1997. 

Response to Question 1 : 

See Exhibit A (attached). 

2. A Wall Street Journal article from May 15, 2002, reports that a professional in Arthur 
Andersen’s Professional Standards Group questioned, “Why would any director in his 
or her right mind ever approve such a scheme [an arrangement whereby a company’s 
Chief Financial OfScer manages a side fund]?’’ The same article reports that David 
Duncan of Arthur Andersen reported to Andrew Fastow that Andersen would sign off 
on the [UM] transaction only if Mr. Fastow received CEO and Board ^proval. 

Were you aware of any such requirements by Andersen? On whose initiative did the 
code of conduct waiver come to the Board of Directors for approval? 

Joint Response of Panel Witnesses to Question 2 : 

Were you aware of any such requirements by Andersen? 

No. This was not disclosed to the Board. 

On whose initiative did the code of conduct waiver come to the Board of Directors 
for approval? 

As is reflected in the minutes of the Board meeting in June of 1 999, and in the 
minutes of the Finance Committee and the Board in October of 1999, the 
initiative for permitting Mr. Fastow to serve as a general partner of the UM funds 
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came to us through the recommendation of the Office of the Chairman. The 
minutes of each Board meeting reflect that the Board was asked to “adopt[] and 
ratif[y] the determination of the Office of the Chairman pursuant to the 
Company’s Conduct of Business Affairs/hivestments and Outside Business 
Interests of Officers and Employees that participation of [Andrew S. Fastow] as 
the managing partner/manager of the Partnership will not adversely affect the 
interests of the Company.” (6/28/99 Board Meeting Minutes, p. 7; 1 0/1 1/99 
Board Meeting Minutes, p. 1 8). 

3. Enron’s law firm, Vinson & Elkins, reviewed the LJM2 Private Placement 
Memorandum and was also responsible for reviewing Enron’s code of conduct. The 
Private Placement Memorandum named three Enron employees who had a role in 
LJM2. The participation of two of the three, Michael Kopper and Ben Glisan, was in 
direct conflict with Enron’s Code of Conduct since they hii not been granted a 
waiver. We have identified no evidence to suggest that Vinson & Elkins brought this 
information to the attention of the Board of Directors. What action did the Board take 
upon learning that Vinson & Elkins failed to inform the Board on this matter? 

Joint Response of Panel Witnesses to Question 3 : 

We believe the subcommittee is correct that Vinson & Elkins did not bring to the 
attention of the Board the involvement of Michael Kopper or Ben Glisan in the LJM 
partnerships. The Board learned of this through the subsequent investigation 
conducted by the Powers Committee. The Board was informed by company counsel 
that, as part of the bankruptcy process, claims were likely to be brought against a 
variety of parties, including professional advisers such as Vinson & Elkins. It is our 
understanding that the Exammer appointed by the Bankruptcy Court is presently 
considering, among other things, whether claims should be pursued ag ains t Vinson & 
Elkins on behalf of the debtors’ estates. 

4. The majority of Board Directors indicated they read Enron’s financial statements. 

The related party disclosure fi:om Emon’s 1999 lOK filing reported that “an oJBcer of 
Enron has invested in the limited partner of JEDI and from time to time acts as agent 
on behalf of the limited partner’s management” We now know that officer was 
Michael Kopper. You told our staffs that the Board was not aware of Michael 
Kopper’s ownership interest in Chewco. 

a. Did you review the 1999 lOK fi ling related party disclosure? 

Joint Response of Panel Witnesses to Question 4.a. : 

Yes. 

b. Didyouknowtheidentityofthe Enron officer associated with JEDI? 

Joint Response of Panel Witnesses to Question 4.b. : 


No. 
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c. Did you inquire as to the identity of the Enron officer associated with JEDI? If 
so, whom did you ask and what were you told? If no, why not? 

Joint Response of Panel Witnesses to Question 4.c. : 

The existence of this disclosure was not called to the attention of any Board 
member during any committee or Board meeting. None of the directors, 
moreover, noticed this sentence when they read the 1999 Form lOK, and hence 
none of the Board members inquired as to the identity of the Enron officer 
associated with JEDI. 

5 . Given your experience at Enron with the Raptor stmctures, would you approve a 
similar structure (using shares or derivatives linked to shares of the parent company 
to support a vehicle whose main purpose was to hedge investments held by the 
parent) again at another compan^ 

Joint Response of Panel Witne.sses to Question 5 : 

It depends upon the particular facts and circumstances, and whether, upon review, 
we believed that the structure and transactions were in the best interests of the 
company and its shareholders. 

6. Prior to October 2001, were you aware of the “costless collars” placed on the Raptor 
stmctures in October 2000? Were you aware of components of either the initial or 
modified Raptor structures that would require additional capital fi-om Enron, either in 
the form of Enron shares or other sources? 

Joint Response of Panel Wimesses to Question 6 : 

The Forms lOK for Enron for the year 2000 recited that “in late 2000, Enron 
entered into share-settled collar arrangements? with the Raptors “on 15.4 million 
shares of Enron common stock. Such arrangements will be accounted for as equity 
transactions when settled.” (See 2000 Form lOK Related Party Disclosure at m 16). 

When the Raptor stracture was approved by the Board, the stmcture described to 
the Board did not involve any obligation to deliver contingent equity (such as a top 
up) in the event the price of Enron stock declined to a particular level. Rather, the 
Board was advised that, in the event of a substantial decline in the price of Enron 
stock, the Raptor transactions would be unwound. (See e.g. May, 2000 Finance 
Committee Minutes, p. 3, and presentation materials (noting that in the event of a 
substantial decline in the price of Emon stock, Enron would negotiate an early 
termiriation with LJM2)). 

As the Powers Report indicates, the Board was not informed of the 
“recapitalization” of the Raptor stmctures in the first quarter of 2001. The Board 
members did not know, therefore, whether the “modified Raptor stmctures” involved 
a comimtment of additional capital fiom Enron in the form of Enron shares or other 
sources. 
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Senator Carl Levin 

Supplemental Questions For The Record 
Permanent Subcommittee on Investigations’ Hearing 
The Role ofThe Board of Directors In Enron's Collapse 
May 7. 2002 


Questions for Mr. Winnknr : 

1. As recorded in the minutes from the September 17, 1999, Special Meeting of the 
Board of Directors, “the primary purpose of the (Condor/Whitewing) transaction had 
been to convert debt to equity.” As part of this transaction, you testified that Citibank 
was paid $570 million in 1999 on its 1997 investment of $500 million. You 
attributed the payment to Citibank of $70 milli on over the initial investment to 
appreciation in the value of the preferred stock in Whitewing. (Note: Emron shares 
appreciated in value at a cumulative average growth rate of approximately 48% from 
December 1997 through December 1999, and each preferred share is convertible into 
200 shares of Enron common stock. The $70 million payment reflects an aimual rate 
of return of 6.77%, which would be consistent with Enron’s cost of borrowing.) 

a. Please quantify the relationship between the r^reciation in value of the preferred 
stoek and the $70 million appreciation in the payment to Citibank. 

Response to Question 1 .a.: 


I have not seen the underlying agreement between Citibank and Enron, so I 
caimot quantify precisely the relationship between the accrued dividend on the 
preferred stock and the payment to Citibank. 

The minutes of the Board meeting on February 1 , 1 999 reflect an initial 
discussion of Citibank’s exit from the Whitewing transaction, with a further 
elaboration on that transaction at a Board meeting on September 17, 1999. The 
minutes of the February 1, 1999 indicate that the purchase of Citibank/Nighthawk’s 
interest in Whitewing was to be effected pursuant to “the Purchase Option Agreement 
dated as of December 29, 1997 among Eruon, Nighthawk and the other parties 
thereto.” 

The minutes of the September 17, 1999 meeting indicate that the proceeds of the 
transaction we approved were to be used, in part, “to restructure the outstanding 
equity of Whitewing and provide funds for the repayment of a previous structured 
financing (approximately $570 million).” I believe that payment included some 
calculated return over the life of Citibmik’s investment, but I do not know precisely 
how that was calculated. 
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b. When was Citibank’s return and exit from CondorAVhitewing transaction 
negotiated? 

Response to Question 1 .b. : 

The sale of Citibank's investment was first discussed with the Board at a meeting 
onFebruary 1, 1999. The transaction was discussed again at ameeting on 
September 17, 1999. At the February meeting, Mr. McMahon advised the Board that 
the purchase of Citibank's interest was being made'‘5Bursuant to the Purchase Option 
Agreement dated as of December 29, 1997.” I do not have a copy of this agreement 
and so do not know what the return was to Citibank on the transaction. 

2. The hearing record reflects that Osprey bondholders had a guarantee that if 
Whitewing-held assets did not generate enough cash to pay investors the value of 
their bonds, Enron shares would be used to pay them back. You testified that there 
were 20 million Enron shares reserved for issuance under the Whitewing/Osprey 
share settlement agreement. 

a. What was your understanding of what would happen in the event these 20 million 
shares were not enough to meet both the preferred convertibility requirements 
(conversion of preferred shares into common diares) and obligations to Osprey 
bondholders (in the event the Whitewing-held assets did not generate sufficient 
proceeds)? 

Response to Question 2.a. : 

Based upon the relevant minutes and resolutions, my understanding is that the 
Osprey notes were to be repaid with proceeds generated fium the assets held by 
Whitewing. If those assets did not generate sufficient funds for repayment, there 
would be a payment default on the Osprey notes. The documents available to me do 
not specify the precise remedies available to the noteholders in the event of a default. 
Based upon the relevant minutes, my understanding, however, is that the noteholders’ 
remedies were limited to the 20,000,000 shares of common stock reserved for this 
transaction. In addition, the Board was advised that the liquidation preference for the 
preferred shares authorized for this transaction would “not exceed $1.0 billion.” 

b. Was there an explicit limit on the number ofshares that Enron would have to 
issue to comply with the share settlement agreement? 

Response to Question 2.h. : 

I have not seen the agreements that effected this transaction, so I do not know 
whether the terms were altered following the approval of this transaction by the 
Board. 

The September 17, 1999 Board resolution authorizing this transaction states that 
“subject to the Board conditions, effective immediately upon issuance of the 
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Preferred Shares, there will be reserved 20 million additional shares of common stock 
of the Company and 100,000 Preferred Shares of the Company for issuance under the 
Share Settlement Agreement.” 

c. How was this number of shares reflected in the number of fully diluted shares 
outstanding? 

Response to Question 2.c. : 

The existence of these preferred shares, and their, conversion ratio, is disclosed in 
Note 10 of Enron's Form lOK. That note, pertaining "to Preferred Stock, states that 
the potential Whitewing exposure is 250,000 shares of Mandatorily Convertible 
Junior Preferred Stock (Series B), each of which is mandatorily convertible to 200 
shares of Enron stock at a strike price of $48.55 per share. Upon conversion of the 
shares, the mandatory preferred ividend of 6.5% would be extinguished. Note 11, 
regarding Common Stock, states that “the Series A Preferred Stock and the Series B 
Preferred Stock were not included in the calculation of diluted earnings per share 
because Conversion of these shares would be antidilutive.” 

This is consistent with what the Board was told at its Febraary l, 1999 Board 
meeting. The minutes of that meeting reflect that Mr. McMahon advised the Board 
that this transaction "would increase the number of shares of common stock 
outstanding but would be non-dilutive." 

3. You testified that the additional shares potentially required by the R^tor transactions 
were included in Enron’s fiilly diluted shares outstanding. There is evidence to 
suggest it would have been impossible to include the exact number of shares at risk hr 
the Raptor transactions in Emon’s fully diluted shares outstanding. 

a. Was it your understanding that the number of shares at risk in the Raptor 
transactions was limited? Were you told that there was a limit to the number of 
shares Enron could be forced to issue or was that something you assumed? If you 
were told, who told you? 

Response to Question 3.a. 

Each of the Raptor structures we approved involved a specified number of Emon 
shares that would be at risk on the Enron Derivative and on the Securities 
Agreements. {See Board Minutes of May 2, 2000 at pg. 6 (“the maximum number of 
shares of Company Conunon Stock (i) subject to the ENE Derivative shall not exceed 
7 .5 million shares and the ENE Derivative shall provide that any payment required to 
be made by Harrier or the company thereunder maybe made in either cash or shares 
of the Company’s Cormnon Stock, at the Company’s sole option, and (ii) issuable 
under the Securities Agreement shall not exceed 4.2 million shares.”); Executive- 
Committee Minutes of June 22, 2000 (“the maximum number of shares of Company 
Common Stock (a) subject to the Emon Derivative shall not exceed 8.0 million 
shares, and (b) issuable imder the Securities Agreement shall not exceed 8.0 million 
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shares.”); and Board Minutes of August 7, 2000 (“the maximum nmnber of shares of 
Company Common Stock (a) subject to each ENE Derivative shall not exceed 8.0 
million shares, and (b) issuable under each Securities Agreement shall not exceed 8.0 
million shares; and the maximum number of shares of Company Common Stock (a) 
subject to all ENE Derivatives contemplated...shall not exceed 16 million shares and 
issuable under all Securities Agreements contemplated...shall riot exceed 16 million 
shares.”)). 

The minutes reflect that the initial presentation on Project Raptor, including the 
relevant terms of the transactions, was made to the Finance Committee on May 2, 
2000 by Messrs. Glisan and Causey, who were introduced by Mr. Fastow. The June 
22, 2000 presentation to the Executive Committee concerning Raptor II was made by 
Mr. Fastow. The August 7, 2000 presentation to the Board concerning Raptor III was 
made by Mr. Skilling. 

b. Was this fully diluted number impacted by changes in Enron’s share price? Did a 

drop in Enron’s share price result in an increase in the fully diluted number of 

shares outstanding? 

Response to Question t h • 

Note 1 1 to Enron’s Form lOK described how Enron calculated earnings per share. 
This note also specifically addressed the derivative instruments that were the subject 
of the Raptor transactions, hr that disclosure, it states that “At December 3 0, 2000, 
Enron had derivative instruments (excluding amoimts disclosed in Note 10) on 54.8 
million shares of Eirron common stock, of which approximately 12 million shares are 
with JEDI and 22.5 million shares are with related parties (see Note 16), at an average 
price of $67.92 per share on which Enron was a fixed price payor. Shares potentially 
deliverable to counterparties under the contracts are assumed to be outstanding in 
calculating diluted earnings per share unless they are anti-dilutive.” 

I do not know to what evidence you refer when you state that “there is evidence to 
suggest it would have been impossible to include the exact number of shares at risk in 
the Raptor transactions in Eruon’s fully diluted shares outstanding.” Based upon 
what was presented to me in the Board and Committee meetings, I understood that 
the shares subject to the derivatives in the R^tor transactions was a known, fixed 
maximum amount of shares. These shares, moreover, were “assumed to be 
outstanding in calculating earnings per share unless they were anti-dilutive.” (See 
Note 11.). Since the maximum number of shares subject to the derivatives was both 
hnown and fixed, and since the Form lOK disclosed the total number of Enron shares 
subject to all of derivative contracts, see id., I do not believe it “would have been 
impossible to include the exact number of shares at risk in the Raptor transactions in 
the fully diluted earnings per share outstanding” as was indicated in your question. 

For the reasons stated above, given that a fixed amount of shares was at issue and 
_assurned to be outstand ing in t he Rapt or transactions, I did not believe that a drop in 

Enron’s share price would result in an increase in the fully diluted number of shares 
outstanding. 
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Senator Carl Levin 

Supplemental Questions For the Record 
Permanent Subcommittee on Investigations’ Hearing 
The Role of the Board of Directors In Enron 's Collapse 
May 7, 2002 

Question for Mr. Blake : 

1. You testified that even with the benefit of hindsight, you could not speculate as to 
what else the Board could have done to ensure that controls and procedures with 
regard to the LJM partnership were followed. Given that the controls did not 
adequately oversee the conduct of Mr. Fastow and other Enron executives, would you 
approve a similar arrangement against at another company? 

Response to Question 1 : 

I believe that if Enron management and its financial and legal advisors had 
followed the controls and procedures that the Board instituted with regard to the UM 
partnership, the oversight of Mr. Fastow and other Enron employees would have been 
more effective. As I indicated in my testimony, the Board and its Committees were 
regularly assured by Enron Management and Arthur Andersen that these controls 
were in place and fimctioning effectively. {See, e.g.. Presentation to Audit 
Committee, February 12, 2001; Presentation to Finance Committee, Febmary 12, 
2001 .). 

Whether I would approve a similar arrangement at another company would 
depend upon the particular facts and circumstances, and whether I believed that the 
arrangement would be in the best interests of the company and its shareholders. 
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Senator Carl Levin 

Supplemental Questions For the Record 
Pennanent Subcommittee on Investigations’ Hearing 
The Role of the Board of Directors In Enron 's Collapse 
May 7, 2002 

Question for Dr. LeMaistre ? 

1. At the hearing, you testified that it was not the Board,’s responsibility to monitor 
Kenneth Lay’s line of credit with Emon, which he used to borrow nearly $80 million 
in cash firom Enron. Who had responsibility for monitoring Mr. Lay’s use of his line 
of credit? 

Response to Question 1 t 

As I stated before the Subcommittee, I believe that there were three individuals 
who would have been in a position to monitor this matter: (1) the Treasurer of Emon, 
who received the request and disbursed the money; (2) an Emon in-house lawyer, 
who received the stock used to repay the loan; and (3) the person with whom &at 
stock is registered and who makes the appropriate filing 45 days after the year end. 
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Senator Carl Levin 

Supplemental Questions For the Record 
Pemanent Subcommittee on Investigations’ Hearing 
The Role of the Board of Directors In Enron 's Collapse 
May 7. 2002 


Questions for Dr. Jaedicke : 

1. Was it your understanding that the number of shares _at risk in the Osprey and Raptor 
transactions was limited? Were you told that there was a limit to the number of 
shares Enron could be forced to issue or was that something you assumed? If you 
were told, who told you? 

Response to Question 1 • 

It was my understanding that the number of shares (or forwards on Enron shares) 
in the Raptor transactions was limited by the initial Board (or Executive Committee) 
approval. The issuance of any new or additional shares would have required Board 
approval. Additional approvals would have been required, as well, in fee event the 
value of the transaction exceeded the ^proval limits applicable to management. 

It is my understanding that Enron had reserved 20 million additional shares of 
Enron common stock and 100,000 preferred shares for issuance under the Share 
Settlement Agreement pertaining to the Osprey/Whitewing transactions. {See 
September 17, 1999 Resolution approving transaction.). 

The presentation of the Raptor transactions was made by the following 
individuals; 

Raptor I - Mr. Fastow introduced Mr. Qlisan and Mr. Causey to present the 
transaction to the Finance Committee on May 2, 2000. 

Raptor n - Mr. Fastow presented this transaction to the Executive Committee at its 
meeting on June 22, 2000. 

Raptor in - Mr. Skilling presented this transaction to the Board at its meeting on 
August 7, 2000. 

The 1999 presentations concerning the restracturing of the Whitewing/Osprey 
transactions were made by Mr. McMahon. 


2. In your testimony before the Subcommittee, you said that you took comfort in the 
practice of an integrated audit as it allowed for greater understanding by the auditor of 
a company’s operations or a specific transaction by the auditor. In the case of Enron, 
it appears that the integrated audit resulted in Andersen’s rendering an opinion of 
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Enron’ accounting practices and transactions at Emon which Andersen helped to 
develop. Do you stand by your judgment that the integrated audit process is a 
positive practice? 

Response to Question 2 : 

Yes. Arthur Andersen’s early review and approval of the accounting disclosures 
for transactions developed and structured by Enron management was important to the 
Board. The integrated audit allowed for that 
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Senator Jim Banning 
Supplemental Questions For the Record 
Pemanent Subcommittee on Investigations’ Hearing 
The Role of the Board of Directors In Enron 's Collapse 
May 7, 2002 

For Each Board Member Who Testified : 

1. Were any of you on the Board of Directors when the^Board decided to allow Mr. 
Fastow to participate in the LJM partnerships? 

Yes. 

a. Can you tell us how the Board was approached with this idea? 

Joint Response of Panel Witnesses to Question l.a. : 

Please see our response to Question 2 Born Senator Levin. 

b. The Board seemed to put in place many controls that were supposed to balance 
the conflict of interest with Fastow working with the LJM partnerships, which 
means the Board was obviously concerned about the confhct of interest. Why 
didn’t the Board just say “no”? 

Joint Response of Panel Witnesses to Question l.b. : 

We did not say “no” because, based upon all of the information provided to the 
Board, we believed that this business decision was in the best interests of Emon and 
its shareholders. 

2. How was the situation with the Watkins memo described to the Board of Directors? 
Did any of you take a look at the memo or want to talk to Ms. Watkins directly? 

Joint Response of Panel Witne-sses to Question 2 : 

We did not learn of the existence of the Watkins memo until after the 
investigation into it had been concluded. At that time, as is indicated in the relevant 
Audit Committee and Board minutes, we were told that an employee had raised some 
concerns concerning the related party transactions. Vinson & Elkins reported to the 
Audit Committee that it had investigated the matter, found no wrongdoing and 
recommended that no further investigation be conducted. 

The Audit Conimittee was assured that a report would be provided to Ms. 
Watkins about results of the Vinson & EUdns’ investigation. The Board also 
requested a copy of the Watkins memo. 
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3 . The Powers Report criticizes the Board of Directors for not looking into the 
transactions between Enron and LJM closely enough. How do you respond to this? 

Joint Response of Panel Witnesses to Question 3 : 

On February 7, 2002, Mr. Winokur provided extensive testimony to the House 
Energy and Commerce Committee concerning his service bn the Powers’ Committee 
and the fact that he was not involved in that portion of its investigation pertaining to 
the actions of Enron’s Board of Directors. 

In that testimony, Mr. Winokur set out the areas in which he disagrees with the 
Powers’ Committee’s conclusions concerning the actions of Enron’s Board. Elis 
criticisms of this aspect of the Powers’ Report fairly reflect our views. 

4. Mr. Blake, you said in your testimony that you do not feel that the Board of Directors 
failed in its “oversight duties.” How can you argue that in ligjht of the fact that the 
company is now in baiikruptoy and many employees have been laid ofif and lost all or 
most of the money in their plans? 

Response to Question 4 : 

As I explained in my written statement, I do not beUeve that the Board failed in its 
oversight duties. (Statement of Norman P. Blake, May 7, 2002, p. 3-6). I believe that 
the Board worked diligently and inquired sufSciently about the matters brought 
before it. In response, the Board instituted the necessary controls and procedures so 
that, if properly followed, they would have ensured that any problems or issues would 
have been brought to the Board’s attention. Unfortunately, I believe that we were 
poorly served because management and outside financial and legal advisers who were 
responsible to report to us failed to follow these controls and procedures and give us 
full, complete information. 

5. Dr. LeMaistre, in your testimony, you said that if Enron’s management had 
“instituted the controls the Board installed, Mr. Fastow’s compensation would have 
been reported to Mr. Skilling, the Audit Committee, Finance Conmiittee and the 
Compensation Committee.” As a member of the Compensation Committee, how 
often were you supposed to review Mr. Fastow’s compensation with UM? Did this 
happen? 

Response to Question 5 : 

There was no fi'equency specified for the Compensation Committee’s review of 
Mr. Fastow’s compensation firom the LJM transactions. 

As Chairman of the Compensation Committee, I made attempts on two separate 
occasions to obtain this information fi’om Enron staff. The first time, I was told that 
they had not received any information about outside compensation of 1 6(b) officers, 
which included Mr. Fastow. I received the same response upon my second inquiry 
several months later. 

After the October 19, 2001 Wall Street Journal report about Mr. Fastow’s 
compensation, the Board authorized a direct caU to Mr. Fastow about this matter. 
John Duncan and I then called Mr. Fastow and obtained the information firom him. 
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EXHIBIT A 


RESPONSES TO QUESTION 1 FROM 
SENATOR CARL LEVIN TO 
EACH PANEL WITNESS 

The Panel Witnesses do not recall the information requested in Question 1. These 
responses were compiled using data that was gathered by and at the direction of the Panel 
Witnesses’ attorneys. 

I. NORMAN P. BLAKE 

Response to Question l.a. : 

As of December 31, 2001, Mr. Blake held 27,009 vested options' and 46,350 
granted options^. 

Response to Question 1 .b. : 

As of DecemberSl, 2001, Mr. Blake owned 12,196 shares of common stock?. 
Response to Question 1 .c. : 

Since 1991, it appears that Mr. Blake made three open market purchases: 1) 
2,000 shares on February 4, 1994; 2) 2,000 shares on May 4, 1994; and 3) 5,000 
shares on October 24, 2001. Since Mr. Blake did not have any recorded gifts or 
sales after October 24, 2001, at least 5,000 shares of his current holdings are finm 
individual purchases of stock. Mr. Blake did have open market sales and gifts 
after May 4, 1994, and the source of these gifts may be individual purchases or 


' For all Panel Witnesses’ responses to Question l.a., the following applies: Vested options outstanding 
arc conjputed using the vesting schedules provided in Enron’s Optionee Statements. The vested options 
holdings are pegged to the earliest reported option holdings in the proxy statements from 1 999 to 2001 and 
then adjusted using the Insider Trading Monitor ("TTM”) transaction data and the option vesting schedules 
from the Enron Optionee Statements. The holdings nuni>ers also reconcile with Proxy Statements from 
subsequent periods. 

^ For all Panel Witnesses’ responses to Question l.h., the foEowing applies: Granted options outstanding 
axe taken from Enron Optionee Statements and then adjusted using the ITM transaction data. 

^ For aU Panel Witnesses’ responses to Question l.c., the following applies: Common stock holdings are 
computed by pegging holdings to the earliest holdings number reported in the 1999 to 2001 proxy 
statements. This number is then adjusted to reflect all transactions reported by ITM to December 3 1, 2001, 
data from counsel, and the Phantom Stock Program as reported in Enron’s Optionee Statements and 
Executive Compensation Summaries. The holdings numbers also reconcile with Proxy Statements from 
subsequent periods. 
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company granted stock or options so it is a possibility that all or none of the 4,000 
shares he purchased in 1994 are still in his current ownership. 

Response to Question l.d.'* : 

4,720 shares were sold on October 31, 2000 for $379,677. 3,600 shares were 
sold on October 31, 2000 for $289,584. 3,920 shares were sold on October 31, 
2000 for $315,325. 3,840 shares were sold on October 3 1,2000 for $3 08, 8 90. 
5,120 shares were sold on October 31, 2000 for $41 1,853. 

n. JOHN H. DUNCAN 

Response to Question l.a. : 

As of December 31, 2001, Mr. Duncan held 39,249 vested options and 58,590 
granted options. A family partnership currently holds unexercised and unexpired 
options for 19,280 shares. 

Response to Question l.b. : 

As of December 31, 2001, Mr. Duncan owned 167,822 shares of common 
stock. 

Response to Question l.c. : 

132,622 shares were purchased prior to 1990. 35,200 shares were the result of 
the exercise of stock options. 

Response to Question l.d. : 

35,000 shares were sold on May 9, 2001 for $2,009,700. 
m. ROBERT K. JAEDICKE 
Response to Question l.a. : 

As ofDecember 31, 2001, Dr. Jaedicke held 39,249 vested options and 58,590 
granted options. 

Response to Question l.b. : 

As ofDecember 31, 2001, Dr. Jaedicke owned 17,332 shares of common 
stock. 


* The following applies to all Panel Witnesses’ responses to Question 4.d.: The data was obtained from 
ITM. The number of shares is split adjusted. The share price is split adjusted. 
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Response to Question 1 .c. r 

Since 1991, it does not appear that Dr. Jaedicke made any open market 
purchases, so all holdings are assumed to be derived from company granted stock 
or options. 

Response to Question 1 .d. : 

5,360 shares were sold onFebruary24, 200Q_for $353,438. 8,000 shares were 
sold on May 2, 2001 for $488,000. These transactions involved exercises of six- 
year options that were due to expire within 90 days of each transaction. 

IV. CHARLES A. LeMAISTRE 
Response to Question l.a. : 

As of December 31, 2001, Dr. LeMaistre held 39,249 vested options and 
58,590 granted options. 

Response to Question 1 .h. : 

As of December 31, 2001, Dr. LeMaistre owned 17,272 shares of common 
stock. 

Response to Question 1 c. : 

Since 1 99 1 , it does not appear that Dr. LeMaistre made any open market 
purchases, so aU holdings are assumed to be derived from company granted stock 
or options. 

Response to Question 1 .d. : 

1,984 shares were sold on January 8, 1999 for $58,964. 7,360 shares were 
sold on December 28, 1999 for $313,683. 8,000 shares were sold on May 10, 
2001 for $469, 120. These three transactions involved the sale of ten-year options 
that were due to expire on May 8, 1999, May 14, 2000, and May 13, 2001. 

V. HERBERT S. WINOKUR, JR.^ 

Response to Question 1 .a. : 

As of December 31, 2001, Mr.Winokur held 39,249 vested options and 58,590 
granted options and unvested restricted shares. 


^ Mr. Winokur’s holdings do not include shares held in a charitable foundation for which he has no 
pecuniary interest. 
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Response to OuestioTi 1 .h. ? 

As of December 31, 2001, Mr. Winokur owned 76,740 shares of common 
stock. 

Response to Question 1 .f-,. - 

Mr. Winokur currently holds 76,740 shares that have a cost basis of 
approximately $1.8 million. 50,872 of these shares were the result of the exercise 
of stock options or the vesting of restricted shares. 

Response to Question 1 .ri. ; 

It does not appear that any of Mr. Winokur's shares were sold. 


4 
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Supplemental Questions for the Record 
and 

Responses by Michael H. Sutton 


Question: 

The New York Times reported that Enron received an exemption from the Securities and 
Exchange Commission from Investment Company Act regulation with respect to its 
investments in foreign assets. Are exceptions commonly granted? Is there a documented 
discussion surrounding this decision that would be available to the Subcommittee? How can 
the Subcommittee determine if Enron was granted any other exceptions by the SEC? 

Response: 

I am not able to provide much insight in response to this series of questions. My experience 
at the SEC did not include dealing with issues relating to exemptions from the Investment 
Company Act. Rather, as Chief Accountant, my experience generally was directed to dealing 
with accounting and disclosure issues of SEC registrants, including registrants under the 
Investment Company Act. Specifically, I do not know if exemptions are commonly granted. 

There well may be documentation of discussions surrounding the referenced decision. I 
respectfully suggest that you might direct your questions relating to that decision to the 
Division of Investment Management. Questions relating to other possible exceptions 
granted Enron might be directed to the Office of the Chairman or the Office of General 
Counsel. 


Question: 

How would you address the concern that if too much responsibility is placed on the board 
and, subsequently, the board is open to excessive llabihty, it will be difficult to get qualified 
individuals to sit on boards? 

Response: 

I discount suggestions that improvements in the corporate governance process will expose 
directors to grave new risks and, therefore, discourage qualified individuals from sitting on 
boards. In my view, this assertion has become a “red herring”. The real concern may well 
be that a truly responsible and responsive board will accomphsh the desired objective - 
effective oversight of management and independent auditors on behalf of investors. 


U.S. Senate Permanent Subcommittee on Investigations 


EXHIBIT #81 
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Supplemental Questions for the Record 
and Responses by Michael H. Sutton 

Concerns about “excessive liability” should be aired, however, and to the extent good public 
policy permits, addressed in any needed enabling legislation or regulation. Also, we should 
note that the litigation risks of board service have been, and should continue to be, insurable. 


St JS- S' 

Question: 

Some directors of the Enron board have been criticized for their membership on numerous 
corporate boards, railing into question their ability to dedicate tune and focus to issues at 
Enron. Would you be in favor of limiting the number of corporate boards an individual may 
serve simultaneously? 

Response: 

Yes. Clearly, there is some limit on the number of boards an individual can serve on and do 
so effectively. Service on more than four to six boards concurrently would raise questions 
about the ability of an individual to devote adequate rime and attention to the governance 
responsibilities of each board. 


«. «■ «■ «- 


Question: 

How would you amend current rules for Special Purpose Entities (“SPEs”) to make them 
less “nonsensical”? How would you amend the accountmg rules for consolidations and off- 
balance-sheet financing? 

Response: 

The reason the current accounting rules for SPEs are “nonsensical” is that they do not 
accurately portray the underlying economics of the arrangements. In virtually all of the 
arrangements, the sponsoring entity retains substantial risks and retains the ability to control 
substantial benefits associated with the assets and operations transferred to the SPE. The 
current accounting rules have been designed to permit the removal of assets and operations 
from the sponsor’s financial statements if certain bright-line tests are met, even though 
meeting those tests has litde bearing on the sponsor’s ultimate risks and benefits. Thus, we 
have accounting rules that have permitted distorted financial reporting when as little as 3% 
of total investment in the SPE comes from outside, at-risk capital. And, sometimes even 
that capital is not truly at risk. 

The current approach being pursued by the FASB to address the criticism of the current 
rules does little to bring the accounting and underlying economics in line. It would merely 
move the bright line from 3% to 10% (though even the proposed 10% test would be framed 
as a “rebuttable presumption”) and add a few more tweaks that would have the effect of 
changing deal structures, but do litde to improve the quality of financial reporting. As I 
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Supplemental Questions for the Record 
and Responses by Michael H. Sutton 

indicated in my testimony, the FASB is subject to great pressure from business managers, 
deal makers, and financii intermediaries to continue rules that permit, through creative 
structuring, the kind of obfuscation in financial reporting that became apparent to the world 
in the Enron case. As I also have stated, only a truly independent standards-setting process, 
supported by those who have the greatest stie in truly transparent financial reporting, will 
bring about the kind of change that is essential. 

I would urge the FASB to develop accounting standards that fi% respect the underlying 
economics of SPEs and require consolidation in all cases in which the sponsor bears 
significant risks and receives significant benefits from the SPEs assets and operations. If the 
sponsor bears more than an insignificant risk of loss and has the ability to receive more than 
an insignificant benefit from the assets and operations of the SPE, the SPE should be 
consolidated. 

The SPE issues really are a subset of the broader consolidation and off-balance-sheet 
financing issues, and my comments above about the need for accounting to reflect the 
underlying economics would apply to those broader issues as well. Today, companies are 
able to finesse the consolidation rules and, thereby, manage the financial results they present 
to investors. For example, they have used unconsolidated entities to park equity method 
losses off the income statement, to create the appearance that transactions with affiliated 
entities are bona fide transactions with independent third parties, to permit the netting of 
losses on securities investments with gains on other secunties investments, and to hold 
indirectly risky assets that regulators forbid them to hold directly. 

Current practice abuses can be rationalized only through concepts-based standards that 
meaningfully inform investors about the underlying economic performance of the company. 
I would urge the FASB to develop standards that look more broadly at the issues than the 
current narrow focus of trying to define “control” in a bright line context. Rather, it should 
seek to identify the economic characteristics commonly associated with ownership, and if an 
arrangement substantially conveys those risks and benefits to a parent, sponsor, or venture, 
consolidation should be required. 


sf. «■ a- JE- >:• jf- 


Question: 

Why do you think it was so easy for Enron’s management to withhold information from the 
board of directors? 

Response: 

Because I have no direct knowledge of the Emon case, I can only hypothesize based on the 
public record and my prior experience. 
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Supplemental Questions for the Record 
and Responses by Michael H. Sutton 

I sense that, in part, the board was willing to accept, without a great deal of inquiry or 
challenge, the information that management was willingly to provide. The board seemed to 
be a group that was comfortable in yielding to management, even in circumstances in which 
more probing clearly seemed to be called for. A compliant board can be the result of careful 
selection, careful conditioning, or both. Overly generous compensation for services as a 
director, coupled with generous consulting and other arrangements, could increase the 
conditioning effect and lead to less independent oversight and judgment. 

I also sense that the audit committee’s dialogue with the independent auditors had a strong 
“management filter”. By that, I mean that an a^ressive management can have substantial 
influence on, if not control of, what information comes to, and what dialogue takes place 
with, the audit committee and the board. Financial incentives to the auditor to not disturb a 
good relationship with management can exacerbate the problem. 

A combination of those two influences - a passive board and muted communications and 
dialogue with the auditors - can lead to ineffective board oversight. That is the basis for my 
testimony that we should “revisit and rewrite our corporate governance policies and 
guidelines to clearly break the bonds between management and the independent auditor, and 
to unmistakably spell out the responsibilities of boards of directors and audit committees to 
shareholders and the investing public”. 




Question: 

In his testimony, Mr. Jaedicke used a quote from Warren Buffet. Mr, Buffet said, “An audit 
committee that meets for a few hours several times a year is simply not going to pick up 
anything that is missed by the outside auditors ... therefore, the task of the audit committee 
should be to hold the feet of the outside auditors to the fire.” How do you respond to that? 

Response; 

As stated in my testimony, I believe that an important function of the audit committee is “to 
see to it that auditors do their jobs”. I assume that is what Mr. Buffett means by “the task of 
the audit committee is to hold the feet of the outside auditor to the fire.” But, the role of 
the audit committee should not be viewed narrowly as receiving and challenging the report 
of the independent auditor. As I have indicated previously, monitoring and overseeing the 
quality of financial reporting presented by management should be a shared goal and 
responsibility of the audit committee and the independent auditor. The independent audit 
should be viewed as a valuable resource of the audit committee, and the principle 
relationship between the company and the independent auditor should be with the audit 
committee. That relationship should result in a better informed and effective audit 
committee and stronger support for the right kind of work and decisions by the independent 
auditor. 


a- * 



688 


Supplemental Questions for the Record 
and Responses by Michael H. Sutton 

Question: 

'What is the most important thing a board can do to maintain its independence? 
Response: 

One thought is that a board of directors should have a clear understanding with, and 
acknowledgement by, management that the independence of the board is critical to an 
effective governance process - a “contract”. The contract between the board and 
management should clearly articulate the expected independent role and relationship that 
effective governance demands, and clearly spell out the authority and responsibility of the 
board to exercise its independent judgment. An effective board must see itself as the 
overseer of management and have the authority to give meaning to that role. 

ir sr a- it >:■ 


Question: 

'What percentage of other boards do you think have the same problem as Enron? 

Response: 

It -would be difficult to quantify a response to this question in percentage terms. If we define 
the “problem” at Enron as being a situation in which the board was not sufficiently diligent 
and challenging in its oversight of management and, through its audit committee, not 
sufficiently engaged in overseeing the work and evaluating the findings of the independent 
auditors, I would say that those conditions are not uncommon among boards of directors of 
public companies. I base that opinion on my experience as a practicing auditor and as a 
capital market regulator. As I stated in my testimony, “'We would like to believe that Enron 
is an anomaly - that the governance issues raised are isolated to this case - but it is not. 
'While Enron has become a ‘poster child’ for a system out of control, the underlying 
concerns about the diligence of boards of direaors and audit committees reach far more 
broadly into our corporate and capital market culture.” 
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Exemption Won 
In ’9 7 Set Stage 
For Enron Woes 

By STEPHEN LABATON 

WASHINGTON. Jan, 22 - As lE 
expanded aggressively overseas in 
Che i990's. ihe Enron Corporation 
won an exemption from a Depres- 
sion-era law that would have pre- 
vented its foreign operations from 
shifting debt off iheir books and that 
barred executives from investing in 
partnerships affiliated with the com- 
pany. 

The exemption enabled Enron’s 
foreign operations to engage in the 
kind of financial engineering that e.x- 
perts now say w.is rcminiscem of 
some of the corporate e.xcesses of the 
19’2U’s that led to the 19-10 law and 
that were an important element of 
the company’s meteoric rise and 
startling collapse. 

Had Enron not been granted the 
exemption, some of its operations in 
South America and in Europe would 
not have been able to structure finan- 
cial operatiuns to both conceal them 
from investors and shift debt off 
Iheir books. 

Enron’s initial efforts in 19S6 to 
persuade Congress to change the law 
were thwarted by opposition (rom a 
powerful trade group and some fed- 
eral regulators. The company re- 
sponded by hiring the lormer boss of 
a leading staff official at the Securi- 
ties and Exchange Cucninissiun lu 
represent it tn iiegoiiatioiis with the 
agency. In an unheralded five-para- 
graph order m March 1997, the S.E.C. 
official, Barry P. Barbash. gave En- 


C’ontinueifnil f-’tige C7 


New York Times 
1/23/02 


REGULATIONS 

Law Exemption in 90’s Set Stage for Enron 


t.'imliniu’il f-rrjiii f’ngr Al 


roll's liiii-iKii ciporiitums :i brmid cx- 
cmpiioii from Ihe law — the Invesi- 
mem Company Act of 19-10- 
' Hnw Enron enme to get il.s exemp- 
■ lion from the severe rcsirictions of 
the law clearly ilUisiraies the wayi 
the company lohbicd Washington 
and the response hv the regulatory 
; system That system was devised 
[ (luring the Depres-sion to protect in- 
vesiors and customers nt uiilHies 
from a whIc range of corpnraic 
abuses that invcscieaiors think tilii- 
maicty tnpk place at Enron 

Both I'lmgrcss and the S.El’. are 
reviewing the e.xfmpiion to 'he In- 
vestment Company .-Xct and earlier 
exemptions Ihai were given to Ih- 
cmiip.'iin- hy the agency, locfuding .a 
icfi’l e.xempiion from the tough ro- 
siriciions imposed by the Public U'll- 
iiy Hnlding Company .Act of 1933. 

E.xperis say that the S.E.C- ruling 
unshackled Hie company (rom signif- 
leant accounting rcsirainis and busi- 
ness dealings hetween the Enron 
companies and iheir e.vecuiivcs. The 
1997 exempiion. m pariitular. 
cleared the path (or the company to 
both expand overseas and make 
greater use of ihc special partner- 
ships that have caused ihe company 
so much turmoil. 

"From a regulatory standpoint, 
ihisrni.sesa Hag." said Joseph v Del 
Ra.so. a former official at the S.E.C 
111 Ihe I'WO’s and an expert on the 
InvBSimcni Company Aci. "H gave 
I hem carle blanche lo go all over the 
world .md set up stdisidiarics and 
affiliated cntiiie.s thai wuuld have 
been prohibited uiidtf the act." 

Another expert oniltc act. Mark A 
Sargent, the dean of the VHIanova 
law school, agreed. 

"The Enron siruciurc was not a 
single company with stockholders 
engaged III operations like an ordi- 
nary corporaiion." he said. "It was 
Similar to an investment company 
with investments in a bunch of differ- 
eiii companies. The decision to ex- 
empt those from the kind of protec- 
tions (u investors is now- coming 
home 10 roost." 

Arthur Levitt, who was the chair- 
man of the S-E-C- when the 1997 
c.scniplioii was granted, said today 
That he had no recollection of it. But 
he said it could be a potentially sig- 
iiificani pan of the agency's role in 
lading lo oversee Enron. 

"It may be one of (hose cases ol 
the tiail in the shoe of the horse." he 


said. “It m.iy be mie of iltosc things 
that seemed msignificitnt at the lime 
hut can wind up being dcteroiiiia- 

Mr. Barba.sh. the lawyer nt itu.- 
S E C. wlio approved the exempium 
said in an intci’''ie'v this week that liu 
viewed the exemption ns narrow be- 
tOHSC It applied only to the foreign 
operations of Enron and some of its 
suhsidiarics. He said that it w.is suc- 
cessful in lhat ii managed to head off 
Enron’s cftoits lo have a broadly 
worded exemption written into the 
law "that companies could have then 
dnven trucks through." 

"Enron knew (be regulaioiy box- 
es. and they ined io fashion their 
businesses K* fall outside of those 
boxes." Mr Barbash said "Much of 
Ah.ifs hveii wiiKen so far nhoui the 
company i' 'bat it turned I'scH inside 


‘Giving Enron an 
inch and they took 
miles, ’ a former 
S.E.C. official says. 


out like a pretzel to fall outside of 
resificiions — accoumltig restric- 
lions, taxpayer restrictions and reg- 
ulatory restrictions." 

Another former S.E.C. official who 
IS an authofiiy on the Investment 
Company Act. was more critical. 

"This w.is a case of giving Enron 
an mrh and they tnok miles," said 
the former official, who spoke on the 
condition of anonymity, "They were 
given a significant new opportunity, 
and they took it and flew it smnsho 
into the ground." 

Mark Palmer, an Enron spokes- 
man. did not return a call seeking 
comment. 

Mr. Barbash. who at the time was 
director of ihc investment manage- 
ment division at the S.E.C, said that 
Enron's lawyers came to him in 199B 
after the company had failed to per- 
suade Congress to grant the compa- 
ny broad exemption to the 19-10 law. 

Enron and several of its subsidiar- 
ies said they needed the exemption 
because their foreign operations 
were quickly taking on the charac- 
teristics of Investment companies. 
The act. which regulates mutual 
funds and other kinds of investment 


coriip.-iiiies. generally applies to com- 
panies thru holil at least -tO percent ol 
ihcir assets in securities that arc 
p.assive invest ment.s and not control- 
ling niieiesis. 

lawyer who represented Enron 
said thnl nltlioiigh the company and 
Its foreign siib.sidiaries had actually 
controlled many of their over.seas 
ventures, like power plants, they 
were unable to have a 51 percent 
stake in them because of local rules 
and poliiical consirnints. 

In 1996, Congress rewrote parts of 
the act but refused to grant an ex- 
emption to Enron because of signifi- 
cant opposiiion from both the S.E.C. 
and the Imestinont Company insii- 
iiiie, the inaiii trade organization for 
the imiiiitil fund industry and a 
strong supporter of the law, Mr. Bar- 
b.i'h said that in 1996, Congressionnl 
aides iulvisod Enron's lawyers to 
seek an exemption directly from Ihe 
agency. 

The company decided to retain 
Joel H, Goldberg, a former director 
of the investment management divi- 
sion at the S.E.C., who said today that 
he did not know how ihe company 
came to hire him. 

An Enron official said the compa- 
ny had retained Mr. Goldberg know- 
ing that he had previously been Mr, 
Barbash's boss and was his prede- 
cessor at the S.E.C. Mr. Goldberg 
had been Mr. Barbash's supervisor 
at the S.E.C. in the 1960's and the 
Labor Department in the !970's. The 
two lawyers arc now partners at the 
international law firm of Shearman 
Si Sterling. 

Mr. Goldberg said he viewed the 
exemption ns a narrowly lailorcil 
otic intended to permit the company 
10 continue its overseas projects. But 
lie acknowledged that had the com- 
pany not been granted the e.xemp- 
tion. It would have been constrained 
from using any partnerships or shift- 
ing debt off the books, in its foreign 
operations. 

"I guess on the one hand, if they 
had been subject to the Investment 
Company Act, they probably could 
not have done these transactions." 
he said. "The subsidiaries would not 
have existed, and they would have 
had to make another plan." 


Quotation of the Day. 

Page 2, every day. 
in the News Summary. 
The New York Times. 
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826 Orange Avenue 
PMB 608 

Coronado, CA 92118 
June 3, 2002 


Senator Carl Levin 
Senator Susan M. Collins 

U. S. Senate Permanent Subcommittee on Investigations 
Washington, DC 20510-6250 

Dear Senators Levin and Collins: 

In your letter of May 24“’ you asked me to respond to three follow-up questions concerning your 
investigation of The Role of the Board of Directors in Enron ’s Collapse. My response is as follows: 

QUESTION 1. During your testimony you argued in favor of more complete disclosure of the 
relationship between a director and the corporation. Would you also be in favor of certain limits or 
prohibition policies whereby directors would be precluded from entering into business relationships 
(i.e. consulting contracts) with the corporation? Would you be in favor of either eliminating or 
limiting the dollar amount of donations a company could make to special interests affiliated with its 
directors? 

Mv Response; , . t.. 

I personally believe that it is wrong for a director to have a consulting relationship with the 
company on whose board they serve. The director is paid a retainer for their services and the CEO 
or other senior management should feel free to consult at any time with the director on matters that 
he or she has some level of expertise. In my mind that is why the director is paid a retainer (to 
answer questions and give advice either during the board meeting or after). If more extensive 
consulting is needed and a contract and additional compensation is necessary, then a new 
relationship has been established, and the director is rapidly on the way to losing independence. 

There will be difficulty, however, with the government trying to regulate in an attempt to 
limit that type of behavior. If a company is determined to give additional compensation to its 
directors, it will find innovative ways to do so, and the regulators will forever be trying to catch up. 
For example, the SEC a number of years ago stated that companies should not provide a retirement 
plan for directors. As a result, most companies announced that they had eliminated their existing 
retirement plans, but many took the annual dollar value of the plan and put it in a deferred savings 
account for the director that pays out upon retirement. The company can now legitimately claim it 
no longer has a retirement plan for directors, but I believe that most shareholders would feel that in 
reality little has changed. Also, if you ban consulting contracts for the director, what about their 
spouse, or other relatives? The regulator will forever be in a “catch-up” mode. 

I believe that the most effective approach for the government to insure that corporations 
follow good governance practices is as follows: 

First, have the SEC publish a list of desired governance practices that they believe first class boards 
should embrace. Include in that listing all of the desirable practices that have been identified over 
the past several years. The list should be evolutionary and be updated as new ideas come forward, or 
as new corporate abuses surface in the future. 

Second, reqnire that all corporations publish their governance practices annually in their proxy so 
that all shareholders have a better idea how their company is being managed. I also believe that 
every board should form a committee of outside directors with the responsibility of reviewing. 
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updating and publishing the governance practices of that company. 

Third, I believe (as I stated in my prepared remarks) that a very detailed description of the total 
relationship between each director and the company should be published annually in the proxy - 
especially detailing all forms of compensation and benefits that the director and their relatives 
receives from the corporation. If you are being asked, as a shareholder, to vote for someone to 
represent you during the board deliberations, you deserve to know how independent the proposed 
director truly is. I also believe that with this information in hand, shareholders will be more likely to 
question the prospective directors during the annual meeting on any issues of concern. By publishing 
all of the benefits a director derives from the corporation, the abuses will be quickly identified, and I 
suspect that the large number of shareholder activist groups in this country will highlight and 
publicize those that they feel are particularly abusive. That will bring about change in the vast 
majority of corporations and will be much more effective than trying to have the government 
legislate good behavior. 

Fourth, the SEC should attach severe penalties to any director or corporation that knowingly does 
not disclose ANY form of compensation or benefit, or ANY relationship that exists between a 
director and the company. If a director or a company are found to have knowingly hidden a 
relationship or benefit from the shareholders, then publicizing that director by name and requiring 
that they resign from all of their corporate boards would insure that “everything” is out in the open. 
It is important to realize that most of the benefits or relationships are already made public today by 
most corporations. In almost all instances, the information is dispersed throughout the myriad of 
financial documents that are required by the SEC but seldom read by the shareholders. That’s why 
having it available annually in the proxy, on one page, In easily understood language is critical to 
successful disclosure. 


You also asked for my opinion on contributions by corporations to charities of interest to the 
director. I believe that it Is not necessarily wrong for a company to match the contribution that a 
director makes to charity (as long as it is part of the total disclosure mentioned above). Personally, I 
believe there should be a cap on the company’s contribution (e.g. $10,000 per year). But if a 
corporation wants (as part of their director compensation plan) to have a disproportionate amount 
of the benefit be In the form of contributions to charity, AND if the disclosure is made clearly in the 
proxy, AND if the shareholders do not object to that form of compensation for their directors, THEN 
why should the government get involved in trying to limit it? Large contributions to charities on 
behalf of directors are no more or less compromising to the director’s independence than excessive 
retainer fees. 


QUESTION 2. One weakness that became apparent in the Subcommittee’s interviews with Enron’s 
directors was a lack of interaction between directors and Enron employees outside of formal Board 
and Committee meetings. While the Board expected Enron employees to bring sensitive issues that 
were not adequately addressed by management to the Board, directors and employees typically did 
not have relationships that would encourage such disclosure to directors. While regulating such 
relationships is impossible, what best practices would you recommend to foster such relationships? 

My Response; 

You stated that the Enron board expected Enron employees to bring sensitive issues to their 
attention that were not adequately addressed by management. I seriously doubt they believed that 
would occur. In the corporate world, any employee who decides to bypass the CEO and take an issue 
directly to the board better have an excellent reason for doing so because chances are they (or the 
CEO) are on the verge of a “career ending move”. The reason directors should be familiar with a 
wide spectrum of the senior management team is to get a feel of the “tone at the top” and morale 
within the corporation. Their knowledge of and contact with this management group is also 



692 


invaluable when the question of CEO succession is raised 

To accomplish this there are the obvious and frequently used methods of occasionally having 
the directors meet the management team at a holiday dinner, golf outing, etc. There is however a 
“best practice” that I believe effective. It involves inviting and expecting each director to have a one- 
on-one breakfast or lunch meeting with a member of the management team when they come to town 
for board meetings. My experience is the directors will then be better prepared to deal with 
executive succession issues when they arrive, and they will also have a better chance of learning how 
things are going within a corporation. 


OTTESTTON3. Some directors of the Enron board have been criticized for their membership on 
numerous corporate boards, calling into question their ability to dedicate time and focus on issues at 
Enron. Would you be in favor of limiting the number of corporate boards an individual may serve 
simultaneously? 

My Response; 

I believe that limits should be placed, but it is best done by a board governance committee 
rather than government regulators. Personally I believe that when a man or woman first becomes a 
Chairman / CEO they should be required to go on an outside corporate board to gain the experience 
of what it is like to be on the “other side of the table”. 

However I also believe that an active Chairman / CEO, or for that matter any director who 
has a full time job, should be on no more than two or three outside boards. 

Individuals who are retired or not fully emplolyed potentially have the time to devote to 
their responsibilities as directors of a greater number of companies. But what the correct number is 
is not clear. Four or five seems perfectly reasonable nine or ten does not. 

Probably the best answer is to list the number of boards a director is on and allow the 
shareholders at the annual meeting to raise the question if they feel it is excessive. Having the 
shareholders ask these types of questions of the director candidates at the annual meeting would a 
positive step forward in the world of corporate governance. Once again, that is why I believe that a 
major change Is needed in the way information on the relationship between a director candidate and 
the corporation is displayed In the proxy. 

Thank you for the opportunity to respond to these questions, and good luck with your 
investigation. 


Sincerely, 


Robert H Campbell 
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826 Orange Avenue 
PMB608 

Coronado, CA 92118 
June 10, 2002 


Senator Carl Levin 
Senator Susan M. Collins 

U. S. Senate Permanent Subcommittee on Investigations 
Washington, DC 20510-6250 

Dear Senators Levin and Collins: 

In your letter of May 29, you asked me to respond to four follow-up questious 
concerniug your iuvestigation of The Role of the Board of Directors in Enron ’s 
Collapse. My response is as follows: 

QUESTION 1. Why do you think it was so easy for Enron’s management to 
withhold information from the board of directors? 

My Response: Based on what I have read and heard about the Enron situation, I 
believe this was a board of directors that was too willing to accept the word of 
management and not do their job of diligent probing to discover the complete story. 
Once that boardroom behavior became the norm, it would be relatively easy for 
management to lead the board wherever they felt necessary or desirable. 

I realize that at the hearing in Washington DC on May the Enron directors said 
that was not the case - they claimed that they did a thorough job of questioning. I 
just can’t believe that to be true. The Enron directors who testified seemed to 
indicate that they did the best job humanly possible, but were lied to by 
management and that was the problem. It has been my experience that some 
members of management sometimes have a tendency to not want to pass on bad 
news or reveal the complete story, in hope that the situation will get better before 
the board meets again. So they tell part of the story and leave it to the directors to 
probe and discover the rest. This is obviously a horrible practice and once 
discovered can quickly erode the confidence of the directors in management. But I 
don’t believe that many members of management will deliberately and knowingly 
lie to their directors. If they do, and it is discovered, then the element of trust is 
completely destroyed, and either the management is gone or any right thinking 
director will resign. 
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QUESTION 2, In his testimony, Mr. Jaedicke used a quote from Warren Buffet. 
Mr. Buffet said, “An Audit Committee that meets for a few hours several times a 
year is simply not going to pick up anything that is missed by the outside 
auditors... therefore, the task of the audit committee should be to hold the feet of the 
outside auditors to the fire.” How do you respond to that? 

My Response: I agree with what Warren Buffet said. If the independent auditors 
miss something - or if they and management agree to not reveal some set of facts or 
behavior, then it is not likely than an audit committee will ferret out the truth until 
the abuse has created a situation that is obvious to all. Most of today’s major 
corporations are very compiex operationally and financially, and any audit 
committee that meets several times per year for a reiatively short period of time has 
little chance of discovering any fact missed or hidden by a staff of internal and 
independent auditors. 

This is why it is extraordinarily important for the audit committee to set the correct 
tone with both the internal and independent auditors. It must be thoroughly 
understood by ali that they (the audit committee) expect complete disclosure and 
candor in all areas at all times. The internal auditors work for management, and 
the independent auditors work for the audit committee and the board. They are not 
two pieces of the same organization that are meant to simply share the load. These 
two groups are meant to provide a set of checks and balances, which is all the more 
reason why it makes absolutely no sense for the independent auditors to also be 
performing any part of the internal audit 


QUESTION 3. What is the most important thing a Board can do to maintain its 
independence? 

Mv Response: Establish a committee of outside directors to be responsible for 
implementing the “best practices” in corporate governance. This committee must 
consist of strong willed and experienced independent directors. Their work cannot 
be considered a one-time fix; it must instead be a living and evolving process. Qnce 
this committee is established and the best practices become the “norm”, all directors 
will assume more independent behavior, the company will be better managed, and 
the shareholders will benefit greatly. 

I would also like to remind this committee that my testimony on May 7“ spoke of 
the necessity for ontside directors to meet at least once per year with no member of 
management present. There is no substitute for this meting if the outside directors 
are to perform their duties in a responsible manner. 
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Question 4. What percentage of other Boards do you think have the same probiems 
as Enron? 

Mv Response: I really don’t know the answer to that question. But I do believe 
there are a very large number of boards that have at least one of the problems 
exhibited at Enron: outlandish and seemingly unjustified compensation for 
executives and directors, a lack of candor at board meetings, too familiar a 
relationship between the independent auditors and management, a board of 
directors that is less than thorough in questioning management behavior, 
independent directors that are less independent than shareholders realize, overly 
aggressive accounting, an arrogant attitude about the company, it’s future, and it’s 
position in the industry, etc. But the problem is that once you begin to exhibit one of 
the characteristics mentioned above, it probably won’t be long before others will 
follow. 

I would hope that the companies that currently have all of the problems exhibited at 
Enron are few in number — but no one knows for sure. The one thing I am sure of is 
that the publicity surrounding the Enron debacle, and the flood of law suits 
targeting the people involved, has resulted in a very large percentage of publicly 
traded companies and boards of directors reassessing their current behavior. The 
only problem is directors don’t know what they don’t know; and without some 
action by the federal government, the story will eventually cease to be on every 
director’s mind, and bad habits will surely return. 

Once again thank you for the opportunity to respond to these questions, and 
good luck with your investigation. 


Sincerely, 


Robert H Campbell 
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April 30, 2002 


The Honorable Carl Levin 
Chairman 

Permanent Subcommittee of Investigations 
Committee on Governmental Affairs 
199 Russell Senate Office Building 
Washington, DC 20510 

The Honorable Susan M. Collins 
Ranking Minority Member 
Permanent Subcommittee on Investigations 
Committee on Governmental Affairs 
199 Russell Senate Office Building 
Washington, DC 20510 

Dear Senators Levin and Collins : 

I appreciate the invitation to testify at the May 7th hearing, but 
unfortunately, I must decline. 

Weil, Gotshal & Manges represents Enron in Chapter 1 1. Accordingly, I 
am not able to testify on this matter. 

1 have, however, testified before the Senate Banking Committee, and 
commented on general corporate governance issues arising out of the current 
investigations, and hearings. 

I am pleased to enclose my testimony and the follow-up letter John 
Whitehead and I submitted to the Senate Banking Committee. 

Very truly yours. 


Ira M. Millstein 
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SUMMARY OF TESTIMONY 
Ira M. Millstein 

Co-chairman of the Blue Ribbon Committee 
on Improving the Effectiveness of Corporate Audit Committees 


Recent financial reporting and governance failures implicate the incentives 
that drive managers, boards and those who advise them to push to the limit and beyond 
the numbers that are meant to accurately reflect the company’s financial performance and 
health. In the last decade, management has faced increased market pressures for short- 
term stock price performance and corresponding pressures to satisfy market expectations 
on a quarterly basis. This, coupled with increased reliance on forms of compensation that 
focus on short-term stock appreciation, may have created incentives that tipped the 
balance toward the promotion of self-interest rather than the protection and promotion of 
long-term shareholder value. We need to seek incentives and disincentives that are more 
carefully attuned to pressures in the current environment. Incentives and disincentives 
are needed to deal with the “given” that directors, managers, auditors, analysts and 
lawyers are fallible human beings (like all of us). They may not always subordinate their 
self interests to those on whose behalf they are acting. 

Board Independence 

• Boards of publicly traded corporations should be required (through listing standards) 
to include a substantial majority of “independent” directors under a strict definition of 
independence (ideally the same definition that applies to audit committees, but with 
some refinement). 

• The definition of director independence now provided in listing rules for audit 
committee purposes should be reviewed to determine whether it adequately addresses 
all the relationships that may reasonably be expected to reduce independence. 

• Boards should be required (through listing standards) to constitute a compensation 
committee with entirely independent directors. 

• Boards should be encouraged or required (through SEC disclosure requirements 
based on either listing requirements or a code of best practice) to separate the position 
of CEO fi:om that of board leader. Board leadership should be provided by an 
independent director. 

• The boards of listed companies should be encouraged or required (through SEC 
disclosure and listing requirements) to adopt, regularly review and disclose a 
corporate code of conduct that addresses conflicts of interest and management and 
director stockholding and trading policies. 
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Compensation 

Performance compensation based on a snapshot of stock market performance at a single 

point in time chosen by the manager may not provide incentives for the kind of 

management activity that is “good” for the company and shareholders as a whole in the 

long run. 

• Pay-for-performance programs should be linked to measures of profitability or 
economic value added rather than short-term changes in stock market valuation. 

They should be designed to consider company performance relative to peer group 
performance. Consideration should be given to creating a stricter definition of what 
constitutes “performance based” compensation under I.R.C. § 162(m). 

• Mechanisms should be developed to encourage executives and directors to hold stock 
they receive, whether in the form of stock grants or stock options, for a significant 
period of time. Ideally, companies should restrict or discourage sale of company 
stock during a director’s tenure and require or encourage significant holding periods 
for executives. Consideration could be given to creating tax incentives designed to 
encourage executives to hold stock. 

• Prompt disclosure of all transactions in the company’s stock by corporate executives 
and directors should be required by SEC mles. 

• Directors should be compensated fairly for the time necessary to tulfill their 
responsibilities, but grants of stock options to directors should be avoided. 

Conflicts of Interest 

• The boards of publicly-traded companies should be required or encouraged through 
listing standards and SEC disclosure requirements to adopt, regularly review and 
disclose a corporate code of conduct that addresses conflicts of interest, and 
management and director stockholding and trading policies. The actions taken by 
boards in implementing these policies should also be reported on, including 
disclosure of any exceptions granted under these policies and the reasons for the 
exceptions. 

• SEC rules should be amended to mandate prompt disclosure of transactions between 
the corporation (or its affiliates) and members of senior management, directors or 
controlling shareholders. 

Professional Advisors 

• The presumption should be that audit and consulting don’t mix. However, the audit 
committee should have authority to decide if and when an exception to this 
presumption is necessary and desirable for the company and its shareholders. (This 
could be encouraged through an additional SEC requirement that audit committees 
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disclose the reason why they believed it necessary and desirable to allow an exception 
to the general presumption that the outside auditor should not provide consulting 
services.) 

• The ABA should consider whether ethical conduct rules give lawyers sufficient 
guidance in balancing these roles; and 

• The ABA should consider encouraging a set line of reporting for in-house counsel to 
bring to the board concerns not otherwise acted on by management. 

* * * 

Diligent independent directors, when properly led, informed and assisted, 
can circumscribe the agency (self interest) problems. If managers are not overly 
motivated by options to seek short-term market price appreciation, they should be less 
likely to push the limits. And if auditors, analysts and lawyers remove the conflicts that 
stand in the way of the true professionalism the public expects, they are more likely to 
resist. 
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TESTIMONY CONCERNING THE ROLE 

AND INDEPENDENCE OF PUBLIC COMPANY BOARDS, 

THE PROFESSIONALS UPON WHOSE ADVICE THEY MUST RELY 
AND THE ROLE OF COMPENSATION 

by: Ira M. Millstein 

Co-chairman of the Blue Ribbon Committee 
on Improving the Effectiveness of 
Corporate Audit Committees, sponsored by 
the Netv York Stock Exchange and 
National Association of Securities Dealers, 1998-1999. 

Before the Senate Committee on Banking, Housing and Urban Affairs 
February 27, 2002 

Chairman Sarbanes, Ranking Member Gramm, and Members of the Committee: 

I am pleased to appear before you in my capacity as Co-chairman of the Blue 
Ribbon Committee on Improving the Effectiveness of Corporate Audit Committees (“Committee 
on Audit Committee Effectiveness”). This Committee was convened in 1998 by the New York 
Stock Exchange (“NYSE”) and the National Association of Securities Dealers (“NASD”) at the 
request of Securities and Exchange Commission Chairman Arthur Levitt. The Report we issued 
in 1999 addressed concerns that are closely related to the concerns about the integrity of 
financial reporting, the audit and accounting profession and corporate governance that are at the 
heart of this hearing. 

At the outset, be advised that I am a senior partner in the international law firm of 
Weil, Gotshal & Manges LLP. Several months ago, in the fall of 2001, my firm was hired to 
counsel Enron in its bankruptcy restructuring. The firm was not regular counsel to Enron 
previously. I am not actively engaged on the Enron matter, although my partners have consiulted 
with me from time to time on certain corporate governance issues relating to the bankruptcy. I 
have no knowledge of the events leading up to the bankruptcy filing other than what has 
appeared in the media. In addition, over the years my firm has represented Arthur Andersen in 
litigation and other matters unrelated to Emon. I have no knowledge of Andearsen’s relationship 
to Enron, other than what has appeared in the media. 

My testimony today as Co-chairman of the Committee on Audit Committee 
Effectiveness does not necessarily reflect the views of Weil, Gotshal & Manges LLP or any of 
my partners. I have not consulted any client in regard to this testimony, and therefore it does not 
reflect the views of Enron, Andersen or any other client of my firm. 

You have asked that I provide recommendations for legislative and regulatory 
responses to what appears to be an increasing incidence of high-profile financial reporting and 
governance failures in recent years. Throughout my career I have counselled corporate boards, 
managers and investors on various corporate governance and regulatory matters and have studied 
closely our system of corporate governance regulation. (I have also taught graduate business 
school courses on corporate governance at Yale, Harvard and Columbia.) Over this period, one 
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element has remained constant: Our market system is not static; it is dynamic - constantly 
changing. Our corporate governance system continuously adjusts and improves in response to 
failures, whether through voluntary adjustment of board practice, new listing rule requirements, 
amendments to SEC disclosure rules, or various related pieces of legislation, for example, in the 
area of tax incentives. High-profile corporate governance failures should not be interpreted, 
therefore, as failures of capitalism or capital markets. Rather, these failures should be viewed as 
cause for further adjustments and corrections to our corporate governance system. Such 
adjustments should focus on the factors that are key to the problems emerging in today’s 
corporate environment: management incentives, true independence and diligence on the part of 
corporate directors — who are charged with monitoring managers — and the professionalism of 
those upon whose advice directors need to rely in carrying out their role. These events present a 
challenge for all of us to avoid overreacting, and to limit our interventions to fine-tuning a 
system that usually works well. 

The Current Problem 


I will focus today on what I consider the core of the current problem: The 
incentives and disincentives that can drive managers and boards and those who advise them to 
push to the limit, and sometimes beyond, the numbers that are meant to reflect the company’s 
financial performance and health. We should seek incentives and disincentives that are more 
carefully attuned to pressures in the current environment. 

I wish we could solve today’s problems by urging all participants in our market 
system, and particularly in our corporate governance system, to act moderately and prudently, 
fairly and etMcally. If all did so, corrective action would not be necessary. As Oliver Wendell 
Holmes recognized, however, humans can not be expected to act moderately, prudently, morally 
and ethically at all times,' He noted that law and regulation generally, therefore, must address, 
by providing countervailing incentives and disincentives, the prospect that self-interest may lead 
persons to act “badly.” This applies to corporate governance regulation as well. Self-interest -- 
which a market system relies heavily upon — can interfere with the moral, ethical and legal 
obligations of directors and managers to protect and enhance the assets of the corporation that 
are committed to their care by, and for the benefit of, others. 

An effective system of corporate governance must strive to channel the self- 
interest of managers, directors and the advisors upon whom they rely into alignment with the 
corporate, shareholder and public interest. 

In the last decade, management has faced increased market pressures for short- 
term stock price performance and corresponding pressures to satisfy market expectations on a 
quarterly basis. This, coupled with increasing grants to senior executives of stock options and 
other incentives that are focused on short-term stock appreciation, may have created incentives 
that tipped the balance toward the promotion of self-interest rather than the protection and 


' Oliver Wendell Holmes, “The Path of the Law,” in The Path of the Law and its Influence: The 
Legacy of Oliver Wendell frolme.s. .Ir. . 333, at 335 (Steven J. Burton, ed., 2000). 
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promotion of long-term shareholder value. As one of the country’s leading compensation 
experts noted recently: 

“It is . . . possible that stock option grants have become so large at 
lop management levels that they encourage high risks to reap high 
rewards. Perhaps the power of incentives to motivate is not linear. 

If stock options are good, are more stock options better? Once 
stock option grants have become sufficient in amount to provide 
the right balance between operational and market incentives, 
whatever that amount is, what is the purpose in granting more? Is 
it merely wasteful, or is it possible that it goes beyond waste to 
create perverse incentives that destabilize a company?”^ 

These concerns are magnified when the integrity of the independent auditors, financial and 
investment advisors and analysts, and lawyers upon whom directors, managers and the public 
rely for a fair picture of the company’s performance and prospects, may also be skewed by self- 
interest. 

In a general sense, these are not new concerns. The key issue in corporate 
governance regulation throughout the history of the joint-stock corporation, as recognized by 
Adam Smith in 1776, reiterated by Adolph Berle and Gardiner Means in 1932,^ and repeated by 
numerous observers since, has focused on the “agency problem”: It is a given that directors and 
managers are fallible human beings (like all of us). Therefore, they may not always subordinate 
their self-interests to the interests of those on whose behalf they are acting. And this is true of 
auditors, analysts and lawyers as well. This “agency problem” should be periodically reassessed 
to account for the circumstances of each era. 

Over the past decade and a half, these issues have gained considerable attention as 
they relate to publicly traded corporations. In particular, added emphasis was given to the 
importance of board composition, as well as to increased transparency about corporate 
governance processes and structures. With respect to board composition, the theory is that a 
board of directors comprised of amajority of knowledgeable individuals who are not members of 
management and who lack business or family ties to management will be more likely to provide 
effective oversight of the managers, and circumscribe the “agency problem.” 


^ Frederick W. Cook & Co., Inc. Memorandum re; The Implications of “Enron” for Executive 
and Director Compensation at 2 (February 6, 2002) (“Frederick W. Cook Memorandum”). (A 
copy is attached as Exhibit A.) 

^ Adam Smith, An Inquiry into the Nature and Causes of the Wealth of Nations . Vol. II at 264-65 
(E. Canaan edition, 1776); Adolph Berle & Gardiner Means, The Modem Corporation and 
Private Property , at 123 (1932). 
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A number of recommended corporate governance best practice guidelines have 
issued from various sources.'* In addition, the tax code now provides tax incentives for certain 
performance-based compensation decisions when made by a committee of outside directors. 
Notably, within the past two years, listing rules of the NYSE, AMEX and NASDAQ were 
amended to require that eveiy listed company have an audit committee comprised of at least 
three independent members.* At the same time, SEC disclosure requirements were amended to 
require a signifrcant amount of disclosure by audit committees, including disclosures about audit 
committee consideration of auditor independence. 

We have had only one year of experience under the new listing and SEC rules, so 
it may be premature to determine whether these improvements have had the intended impact. 
Nonetheless, we should now dig down and address root causes of the problems that have arisen. 

One matter that requires attention is, as noted above, the possible over-reliance on 
compensation devices for managers and directors that are unduly linked to short-term stock 
market price performance. This link may cause managers and directors to focus too heavily on 
their own self-interest in short-term stock appreciation. As long as the investing public focuses 
on short-term stock price performance rather than long-term growth — and this is not something 
that will readily change (and analysts and bankers play a role here) — we cannot expect corporate 
managers to be fully resistant to market pressures. This pressure is exacerbated when managers 
receive compensation that permits, and even induces, taking advantage of short-term rises in 
stock price. 


The markets tend to pressure managers to “make the numbers,” and self-interest 
compounds the problem. Boards and regulators need to keep this in mind. They can and should 


'* Ssfi National Association of Corporate Director (“NACD”), Report of the NACD Commission 
on Director Professionalism (1996, reissued 2001); The Business Roundtable, St atement ..Q]i 
Corporate (Tnvemanr.e (1997); American Federation of Labor and Congress of Industrial 
Organizations (“AFL-CIO”), Investing in Our Future : AFL-CIO Proxy Voting Guidelines 
(1997); California Public Employees; Retirement System (“CalPERS”), U.S, CoTporats 
CTOvemance - Core Principles & Guidelines (Apr. 13, 1998); Teachers Insurance and Annuity 
Association - College Retirement Equities Fund (‘TIAA-CREF”), TIAA-CREF Policy 
Statement on Corporate CTOvemance (2000); Counsel of Institutional Investors, Core Policies, 
Oeneral Principles. Positions & Explanatory Notes (2001). Sss alsQ Organisation for 
Economic Cooperation and Development (OECD) Ad Hoc Task Force on Corporate 
Governance, OECD Principles of Corporate Governance (May 1999), available at 
www.oecd.org/dal7govemance/ prmciples.htm (setting forth international principles of 
corporate governance.) 

* I.R.C. § 162(m). 

* See Order Approving Proposed Rule Change by the NYSE, Exchange Act Release No. 42233, 
File No. SR-NYSE-99-39; Order Approving Proposed Rule Change by the AMEX, Exchange 
Act Release No. 42232, File No. SR-Amex-99-38; Order Approving Proposed Rule Change by 
the NASD, Exchange Act Release No. 42331, File No. SR-NASD-99-48. 
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focus on creating countervailing incentives. This same concern extends to those advisors whom 
directors must rely on to carry out their crucial oversight role. 

Another leading compensation expert predicts that boards are learning that 
heavily concentrating compensation on short term market priced incentives, rather than on “real” 
economic performance, is not good for the business -- and that boards will self-correct: 

“Re-balancing executive pay will be a major theme, as companies 
seek to reduce their reliance on the stock market and re-align their 
compensation programs to pay for “real” strategic and financial 
performance. There will be a new appreciation that successfully 
growing and running a business are of greatest value to 
shareholders in the long run, even if those efforts are not reflected 
in short-term stock price movement. This realization will result in 
some shift of compensation dollars from options to long-term 
incentives and to foil-value stock grants earned on a performance 
basis.”’ 

Even if this prediction about the developing trend in management compensation is accurate, in 
today’s environment many may question whether this change will be broadly enough felt to deter 
future corporate governance failures without a push from regulators and/or legislators. 

The Central Role of the Board in Controllin g the “Agency Problem”. 

The board is the focal point of our corporate governance system. Pursuant to state 
statutes, it is elected by and accountable to the shareholders, and is charged generally with 
directing the affairs of the corporation.* The board fulfills its role by delegating managerial 
authority to the managers, which it hires, monitors incentivizes (compensates) and replaces when 
necessary. The board also is charged with oversight of the company’s financial reporting and 
legal compliance. To do all this, it can ~ and must - reasonably rely on advice from 
professionals. Under our system, while management is responsible for mamtaining the 
corporation’s financial records and completing its financial reports, it is the outside auditors who 
provide assurance that the financial reports comply with generally accepted standards. The 
board selects the outside auditors and is charged with ensuring auditor independence necessary 
for attaining that assurance. The board also has available the advice of legal counsel to help 
assess the company’s disclosure and other compliance obligations. 

The board is not positioned to (and hence does not) manage, audit, practice law or 
render advice on the short- and long-term reactions of the market. Rather, it delegates to 
management, and then monitors the management and performance of the company, all on behalf 


’ Pearl Meyer & Partners Memorandum re: Executive Pay Trends: Looking Forward and Back at 
2 (February 2002) (“Pearl Meyer Memorandum”) (A copy is attached as Exhibit B.) 

* See e^, DEL. Gen. Corp. Law § 141 (CSC 2002). 


NY1:\1088500\07\NBW407!.DOC\99990.0899 


5 



705 


of shareholders and the company.^ In so doing, the board is entitled to reasonably rely on 
information and advice provided by managers, auditors, lawyers, bankers and others. 

However, the board faces constraints in its monitoring ability that it must take into 
account related to pragmatics, capacity and context: 

• Managers need flexibility to take the reasonable risks that are at the heart of 
entrepreneurialism; directors who constantly second-guess management’s reasonable 
business judgments risk stifling management performance. 

• Boards are comprised, increasingly, of directors who are not members of 
management, with good reason. However, this means that, as stated above, boards 
must place considerable reliance on managers for information about company affairs 
and performance and, therefore, there will always be some risk of both intentional 
malfeasance and unintentional failure going undetected at the board level for some 
period. This highlights the legal and practical importance of the reports that 
management (and professional advisors) make to boards. In the investigations now 
going on, sufficient attention should be given to this and to the consequences of 
inaccurate or misleading reports to directors. 

• Much of what impacts company performance and can effect manager incentives may 
be outside the board’s control, including the market’s short-term focus and occasional 
“irrational exuberance.” 

The Committee on Audit Committee Effectiveness a nd Ensuing Reforms 

Throughout the mid to late 1990s, the SEC expressed increasing concern about 
the integrity of financial reporting by publicly-traded corporations, fueled by a perception that 
corporate managers faced ever increasing pressures to match or exceed market analysts’ 
expectations. The expressed concern was that this pressure would lead to increased corporate 
efforts to “manage” earnings — to push the boundaries of Generally Accepted Accounting 
Principles in preparing the company’s financial reports, and thereby obscure the true condition of 
the company. In 1998, the SEC encouraged the NYSE and the NASD to convene a private- 
sector Committee on Audit Committee Effectiveness to study the issues and make 
recommendations for encouraging greater financial reporting oversight by audit committees. I 
had the honor of co-chairing the committee with John Whitehead. (A copy of our Report and 
Recommendations (the “Report”), which includes a full list of committee members, is attached 
as Exhibit C.) Our Report contained ten recommendations, focusing on: 

• Strengthening the independence of the audit committee; 

• Improving audit committee operations; and 


® Seg American Law Institute, Principles of Corporate Governance: Analysis and 
Recommendations § 3.02 (1994). 
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• Improving mechanisms for discussion and accountability among the audit committee, 
the outside auditors and management. 

Our premise was that if boards and their auditors accepted a clear delineation of responsibilities 
for financial reports and the reporting process, and then acted diligently, the problem would self- 
correct. Our recommendations aimed to support a culture of integrity and independence. Soon 
after the Report was released, the vast majority of our recommendations were adopted. (They 
are attached hereto as Exhibit D.) 

Audit committees of large publicly traded corporations appear to be abiding by 
the new rules. To the extent that corporate culture has been resistant to change at some 
companies, the current widespread concerns about auditor independence and the quality of 
financial reporting combined with media attention and the fear of shareholder htigation and 
reputational effect, are likely to shock audit committees into action. It may be premature to 
determine whether these improvements have yet had the intended impact. Nonetheless, it is 
appropriate to take a hard look at whether additional legislation, SEC regulation or listing rules 
could strengthen independence, provide more appropriate incentives and thereby help to restore 
investor confidence. 

Significant legislative initiatives are already underway — at last count, Westlaw 
listed over fifty pieces of Enron-related legislation.'” In addition, the SEC has proposed certain 
disclosure-related reforms and is considering others. Recently, it asked the NYSE and NASD to 
review corporate governance listing requirements." The suggestions that follow incorporate and 
build upon a number of suggestions advanced by others that I believe bear consideration; 

Board Independence 

Further and more serious consideration needs to be given to the issue of board 
independence, including the issue of independent board leadership. Providing objective 
judgement as to managerial performance, compensation, incentives and all other oversight 
matters is at the heart of what boards are supposed to do. Best practice recommends that, to 
ensure objective judgment in assessing management, boards of listed companies be comprised 
primarily of outside directors who in form and substance — relationships, attitude and perspective 
“ are independent of management.'^ Attitude and perspective cannot be regulated, but 
conditions can be set to reduce the possibility that certain relationships between managers and 
directors will taint objectivity, and other conditions can be set to create an environment in which 
the right attitude and perspective is promoted. Other than the listing rules pertaining to audit 


'“ A complete list of proposed legislation is available from the Enron-bills database found at 
http://www.westlaw.com, searching the terms “House” or “Senate.” 

' ' See Press Release, Securities and Exchange Commission, Pitt Seeks Review of Corporate 
Governance, Conduct Codes (Feb. 13, 2002), available at http://www/sec/gov/news/press/ 
2002.23.txt. 

See supra note 4. 
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committees (and certain tax incentives applicable to compensation committee decisions'^), there 
is today no mandate regarding board independence and no widely applied definition of 
independence. 


As to the issue of board leadership, we need to reconsider whether a corporate 
executive can adequately serve the board leadership function while heading up the management 
team that the board is charged with monitoring and incentivizing. Generally, managers disfavor 
separating the Chairman and CEO titles. In the U.S., the expectation among CEOs is that the 
culmination of a successful career includes the title of “Chairman and CEO.” (Note, however, 
that this was the expectation in the U.K. as well, until the Cadbury Code - and now the 
Combined Code — recommended that two individuals hold the positions. Disclosure of the 
degree of compliance with these Codes was mandated hy the listing rules of the London Stock 
Exchange. In the past decade, the practice of combining the titles ~ and related expectations ~ 
have changed significantly in the U.K., due solely to the pressure of this disclosure requirement.) 
Leading the board and leading the company are two very distinct and important jobs. Certain 
aspects of the board’s leadership role - those concerned with leading the review of management 
performance, including compensation, and potential management transactions with the 
corporation — present a conflict of interest that makes it difficult, if not impossible, for a 
company executive to fulfill that role. Therefore; 

• Boards of publicly traded corporations should be required (through listing standards) 
to include a majority - I’d call for a substantial majority -- of “independent” directors 
under a strict definition of independence (ideally the same definition that applies to 
the audit committee, albeit with some refinement as described below).'"' 

• The definition of director independence provided in listing rules (for audit committee 
purposes) should be reviewed to determine whether it adequately addresses all the 
relationships that may reasonably be expected to reduce independence. In particular, 
this review should consider relationships between directors and charities and 
educational institutions that receive significant grants from the corporation, and any 


I.R.C. § 162(m). 

The SEC has asked the listing bodies to review corporate governance requirements. Press 
Release, Securities and Exchange Commission, Pitt Seeks Review of Corporate Governance, 
Conduct Codes (Feb. 13, 2002), available at http://www/sec/gov/news/press/ 2002.23.txt. See 
also The Fall of Enron: How Could It Have Happened?: Hearing Before the Senate Comm, on 
Governmental Affairs, 107th Cong. (2002) Governmental Affairs Hearings] 

(statement of Arthur Levitt Jr., Former Chairman, Securities and Exchange Commission (1993- 
2000)), available at http://www.senate.gov/~gov_affairs/0124021evitt.htm (“[S]tock exchanges, 
as a listing condition, should require at least a majority of the directors on company boards to 
meet a strict definition of independence). The current independence definitions applicable to the 
audit committees of listed companies can be found in the sources listed in Note 6. 


NY1;\1088500\07\NBW407!.DOC\99990.0899 


8 



708 


consulting or other fee arrangements (other than regular compensation, within a usual 
range, for serving as a director) between directors and the corporation. 

• Boards of publicly traded corporations should be required (through listing standards) 
to constitute a compensation committee (much as they are currently required to have 
an audit committee) with entirely independent directors, using the strict definition of 
independence, 

• Boards of publicly traded corporations should be encouraged through SEC disclosure 
requirements (or even required through listing requirements) to separate the position 
of CEO from that of board leadership. Board leadership should be provided by a non- 
executive director; one who is independent in all aspects. I would urge that this 
independent leadership be formalized in the position of Chairman, but title can be left 
to each board to decide. 

• As a matter of best practice, independent directors and independent board committees 
— including the audit committee and ideally the compensation and nominating/ 
governance committees — should play a larger role in setting the “tone at the top.” 
They should bear responsibility for company culture vis-a-vis financial reporting and 
“making the numbers,” compensation and incentive decisions, management 
stockholding and trading policies, and policies concerning management transactions 
involving conflicts of interest. 

• Although, the tone at the top cannot be mandated, the boards of listed companies 
should be required or encouraged (through SEC disclosure and listing requirements) 
to adopt, regularly review and disclose a corporate code of conduct that addresses 
conflicts of interest and management and director stockholding and trading policies. 
Clearly, the board should be responsible for overseeing its implementation and 
actions taken by boards to implement these policies should be disclosed, including 
any exceptions granted under the policies and the reasons therefore. 

• It may be time to consider whether boards should be encouraged to rely on a small 
full time staff or regularly use outside advisors for support. Board work, for larger 
corporations, requires significant information, time and attention. For the board as a 
collective group of individuals who convene on a part-time basis to fulfill all that we 
expect may require more support than traditionally has been available. It may be 
fimitful for some staff resources to be explicitly devoted to supporting the work of the 
board. We should consider ways to encourage boards, or the independent directors as 
a group, to have available some staff and counsel resources of their own, distinct from 
staff and counsel hired by management, especially where potential conflicts with the 
interests of management are apparent ( i.e. . audit and compensation). 


15 


Id. 
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Changes along the lines outlined above would encourage boards to be more vigilant and diligent 
in protecting shareholder value and in devising the best means to deal with the risk that self- 
interest will diverge from the corporate, shareholder and public interest. 

In considering these and similar measures, one should keep in mind the variety 
within the universe of publicly held companies in the U.S., not to mention the tremendous 
variety among companies in the rest of the world who compete in what is rapidly becoming one 
global capital market. In a market economy, variety and diversity can be a source of strength. 

We should be careful that any norms that are established be flexible enough to accommodate this 
diversity. Experience with corporate governance listing standards in the United Kingdom and 
Canada, suggest that often a “comply or explain” regimen is sufficient to induce widespread 
adoption of recommended practices without undue restriction on diversity.'® Specifically, under 
such a system, a company is required to publicly disclose whether it follows the normative, yet 
voluntary, standard and to explain the reasons for any non-compliance. This allows flexibility 
while still asserting reasonable pressure for compliance. It also provides investors significant 
amounts of information about the governance of companies, which can be used for investment 
and voting decisions. It may be time to consider what should be embedded in mandatory listing 
requirements and what should be encouraged through flexible “comply or explain” disclosure 
requirements. But more yet may be needed. 

Compensatinn Issues — The Core 

The growing practice of compensating managers with stock and stock option 
grants, which managers are then allowed to sell or exercise within a relatively short period of 
time - and during their tenure at the company - can, as noted above, create inappropriately 
short-term and stock-price focused incentives, and thereby exacerbate the agency problem in the 
context of a short-term oriented market. Performance compensation based on a snapshot of 
stock market performance at a single point in time chosen by the manager may not provide 
incentives for the kind of management activity that is “good” for the company and shareholders 
as a whole in the long run. 

Over the past decade, companies have turned increasingly to stock-based 
compensation both as a form of pay-for-performance and as a means of aligning the self-interests 
of managers with the interests of shareholders. Indeed, I was among those who urged stock 
compensation as a method of aligning the interests of management (and directors) with 
shareholder interests. However, when managers are compensated with significant stock awards 
or stock options and are allowed to trade in that stock in the short-term (subject only to insider 
trading restrictions), their self interest in relatively short-term stock market fluctuations may 
conflict with their need to focus on both the long-term viability of the company and 
improvements in its long-term profitability. In particular, the focus on stock-based 


.See London Stock Exchange Committee on Corporate Governance, The Combined Code: 
Principles of Good Governance and Code of Best Practice (July 1998), available at 
www.ecgn.org; Toronto Stock Exchange Committee on Corporate Governance in Canada, 
"Where Were The Directors?": Guidelines For Improved Corporate Governance in Canada (Dey 
Report) (December 1994), available at www.ecga.oi$. 
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compensation, without conditions linking stock awards to realization by managers of long-term 
performance goals, may have put in place incentives that promote managerial self-interest to 
diverge from the corporate, shareholder and public interest. In some cases, such compensation 
may have crowded out other more traditional means of compensation that supported a longer 
term view, thereby producing an imbalance in incentive compensation that is especially 
counterproductive. 

In 1996, Yale economist Paul W. MacAvoy and I co-authored a paper entitled 
“The Board of Directors in the American Corporate Form as the Instrument for More Effective 
Governance.”'^ (A copy is attached as Exhibit E.) In it, we discussed the use of stock in pay- 
for-performance schemes and, in particular, the inappropriate incentives that linking such 
schemes solely to short term movements in stock price might create. We said: 

“stock [based compensation] plans should be further refined to 
motivate the managers to achieve longer term growth and to 
sharpen their concern for the value added from improved 
strategies. Stock grants can be programmatic, but with sales 
restrictions, or even postponement.of sales until retirement, so as to 
focus incentives on the long term.”'* 

Directors should seriously rethink stock-based compensation that creates short-term incentives to 
raise stock price rather than long-term incentives to improve performance and enhance value 
appreciation. It is with these concerns in mind that I recommend the following for consideration: 

• Pay-for-performance programs should be linked to measures of profitability or 
economic value added rather than short-term changes in stock market valuation. In 
any event, they should be designed to consider company performance relative to peer 
group performance, and not simply generalized stock market performance. Although 
I have some reservations about the use of the tax laws to further corporate governance 
policy, consideration could be given to creating a stricter definition of what 
constitutes “performance based” compensation for purposes of Section 162(m) of the 
Internal Revenue Code. 

• Mechanisms should be developed to encourage executives and directors to hold stock 
they receive, whether in the form of stock grants or stock options, for a significant 
period of time. Ideally, companies should restrict or discourage sale of company 
stock during a director’s tenure and require or encourage significant holding periods 
for executives.'® (Of course, some flexibility may be required for special 


Paul W. MacAvoy & Ira M. Millstein, “The Board of Directors in the American Corporate 
Form as the Instrument for More Effective Governance,” in The David Hume Institute: The First 
Decade (1996). 

'*Idat7. 

'® Holding restrictions could apply to all stock received, or just apply to a high percentage (80 to 
90 percent). Sss Cook, supra note 2, at 4 (discussing retention ratios in the context of company 
ownership guidelines or policies). 
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circumstances, for example, for start-ups that lack sufficient cash to pay executives 
what they are worth.) Again, while tax solutions pose concerns, consideration could 
be given to creating tax incentives designed to encourage executives to hold stock. 
Such incentives could include, for example, gradually reducing over some period of 
years the tax rate for grants of stock or exercise of options fiom the rate applicable to 
ordinary income to the most favorable rate for long-term capital gains. Alternatively, 
tax incentives could be created to encourage companies to contractually restrict the 
ability to transfer stock in grants of stock and stock options. 

• Prompt disclosure of all transactions in the company’s stock by corporate executives 
and directors should be required.^” At the very minimum, the current rules that allow 
for once-a-year disclosure of sales of stock back to the company should be 
eliminated. 

• Directors should be compensated fairly for the time necessary to fulfill their 
responsibilities. As a matter of best practice, however, stock options should be 
avoided altogether - especially those exercisable within a short period. “The 
motivation of directors are and should be different irom those of management. 
Directors are not strategic partners with management in creating value for 
shareholders; they are guardians of shareholders’ interests.” And directors should 
be discouraged from selling stock in the company during their tenure. 

These recommendations may seem a bit draconian, given what became the widely accepted 
compensation trend in the 1990’s. However, before wide-spread use of such compensation 
devices. United States corporations and the economy succeeded - and with considerable might - 
by compensating high-performing managers with salaries, bonuses, and some long-term stock 
opportunities. 

Conflicts of Interest 

Transactions between the corporation and its managers, directors or large 
shareholders are rife with potential conflicts of interest. Most large publicly traded corporations 


See Accounting and Investor Protection Issues Raised by Enron and Other Public Companies: 
Oversight Hearing Before the Senate Comm, on Banking, Hous., and Urban Affairs, 107th Cong. 
(2002) [hereinafter Snnfa'Rg, Hous. and Urban Affairs Hearings] (statement of Richard C. 
Breeden, Former Chairman, Securities and Exchange Commission (1989-1993)), available at 
http://banldng.senate.gOv/02_02hrg/021202/ breeden.htm (suggesting that disclosure of all stock 
transactions by senior corporate executives be sped up); see also Legislative Solutions to 
Problems Raised by Events Relating to Enron Corporation Hearing Before the House Subcomm. 
on Capital Markets, Ins. and Gov’t Sponsored Enter., 107th Cong. (2002) (statement of Harvey 
L. Pitt, Chairman, Securities and Exchange Commission), available at 

http://www.sec.gOv/news/testimony/020402tshlp.htm (“One area of possible legislation already 
identified is the need to require corporate insiders to make public their trading activities more 
quickly than current law requires”). 

Cook, supra note 2, at 6. 
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have codes of conduct for addressing such conflicts that recognize that some conflicts are 
inevitable. While that may be so, the corporate culture should view transactions that involve 
conflicts — especially with members of senior management or directors - as highly suspect, and 
to be avoided if at all possible. Therefore, as alluded to above: 

• The boards of publicly-traded companies should be required or encouraged to adopt, 
regularly review and disclose a corporate code of conduct that addresses conflicts of 
interest, and management and director stockholding and trading policies. The actions 
taken by boards in implementing these policies should also be reported on, including 
disclosure of any exceptions granted under these policies and the reasons for the 
exceptions. 

• SEC rules should be amended to mandate prompt disclosure of transactions between 
the corporation (or its affiliates) and members of senior management, directors or 
controlling shareholders.^^ 

Prnfes.sional Advisors 

To obtain a fair picture of corporate performance and prospects, the shareholding 
public relies on managers and directors as well as on auditors, analysts, and those who advise the 
company, all of who are susceptible to self-interest. Appropriate incentives and disincentives are 
required to protect against self-interest trom overcoming the professional responsibilities of 
auditors, analysts and lawyers. 

Obtaining the appropriate balance in the relationship between the board, the 
auditor and management is key to audit integrity and both the auditors’ and the board’s ability to 
perform the role expected. Significant efforts to improve auditor independence were recently 
undertaken by the SEC, and it is not yet clear whether the intended outcome is being fully 
realized. In particular, as noted above, it is only within the last year that audit committees have 
been required to both determine and report on auditor independence. Nonetheless, numerous 
recommendations for additional reforms have already been floated. They range from bright line 
prohibitions, for example, absolute limitations on the provision of non-audit services to audit 
clients and requirements for auditor rotation, to more judgement based approaches.^'* 'While 


Sfie Press Release, Securities and Exchange Commission, SEC To Propose New Corporate 
Disclosure Rules (Feb. 13, 2002), available at htlp://www/sec/gov/news/press/2002.22.txt 
(announcing that the SEC will propose rules that will “provide accelerated reporting by 
companies of transactions by company insiders in company securities including transactions with 
the company”). 

See Banking, Hous., and Urban Affairs Hearings, supra note 20 (Statement of Richard C. 
Breeden) (“One means of insulating the audit firms from the pressure of keeping the audit 
engagement would be to pro-vide for mandatory limits on audit engagements to a specified period 
of time, such as 5-7 years.”); Governmental Affairs Hearings, supra note 14 (Statement of 
Arthur Levitt, Jr.) (“I also propose that serious consideration by given to requiring companies to 
change their audit firm - not just the partners - every 5-7 years to ensure that fresh and skeptical 
eyes are always looking at the numbers.”); Banking, Hous., and Urban Affairs Hearings, supra 
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bright line approaches are attractive because of the certainty they create, carefiil consideration 
needs to be given to the potential for unintended consequences. 

• Consider whether instead of asking the audit committee simply to review the 

possibility of conflicting relationships after the fact, it might be preferable to ask the 
audit committee to start with the decided presumption that audit and consulting don’t 
mix. (The industry is already considering eliminating the mix, voluntarily.) Then, 
leave it to the audit committee to decide on creating an exception when it deems an 
exception necessary and desirable for the company and its shareholders. 

Analysts and investment bankers also have potential conflicts of interest. The 
NASD has proposed changes to the rules for addressing conflicts of interest that arise when 
analysts are employees of investment banking or other firms having business relationships with, 
or who themselves own securities of, the company involved. Among other things, the proposal 
would mandate increased disclosure of conflicts in analyst reports and prohibit the investment 
banking arm from supervising or controlling research analysts or approving analyst reports, ft 
would also prohibit approval of analyst reports by the subject company, prohibit a link between 
analyst compensation and specific investment banking transactions, and require disclosure in 
analyst reports if analyst compensation is based in part on investment banking revenues.^'* Some 
observers may prefer bright line prohibitions against analyst coverage of any stock in which the 
analyst has an ownership interest or in which the analysts’ firm is engaged in a transaction. 

I would be remiss iff did not discuss lawyers and their self interests. Lawyers 
play a critical role in both supporting the governance efforts of boards and assisting managers to 
structure transactions while abiding by legal requirements. A classic dilemma is posed, however. 
Lawyers often identify with the management team and view themselves as strategic partners in 
achieving the client’s business goals. And they may well perceive that the more effective they 
are in helping to achieve management’s goals, the more likely it is that they will receive 
additional business. Yet lawyers also are expected to provide professional judgment and counsel 
management about the legal boundaries and, in particular, to view their clients as more than just 


note 20 (statement of Harold M. Williams, Former Chairman, Securities and Exchange 
Commission (1977-1981)), available at 

http://banking.senate.gOv/02_02hrg/021202/williams.htm (“I would urge the [Securities 
Exchange] Commission to consider a requirement that a public company retain its auditor for a 
fixed term. . .”); Harrison J. Goldin, Editorial, Auditor Term Limits, N.Y. Times, Feb. 1, 2002, at 
A25; Banking, Hous., and Urban Affairs Hearings, supra note 20 (statement of Roderick M. 
Hills, Former Chairman, Securities and Exchange Commission (1975-1977)), available at 
http://banking.senate.gOv/02_02hrg/021202/tiills.htm (stating that the “ultimate weakness” of the 
financial reporting system is that it “suffers from too many rules” and should be instead allow 
auditors to make their own judgements “drawn from a conceptual framework”). 

National Ass’n Sec. Dealers, Inc., Proposed Rule Regarding Research Analyst Conflicts of 
Interest, File No. SR-NASD-2002-21, filed with Securities and Exchange Commission Feb. 7, 
2002, available afwww.nasdr.com/analyst_guide.htm; see also S. 1895, 107th Cong. (2002). 
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management, and to include the corporation and its shareholders. I would urge the American 
Bar Association to review ethical conduct rules and, in particular: 

• Consider whether ethical conduct rules give lawyers sufficient guidance in balancing 
these roles; and 

• Consider encouraging a set line of reporting for in-house counsel to bring to the board 
concerns not otherwise acted on by management. 

I support SEC Chairman Pitt’s recent call for both lawyers and accountants to “move away from 
wooden, rigid, literalism,” and “adopt a bias in favor of the needs of the investing public.”^^ 

Coneliisinn 


My suggestions can be boiled down simply to this: diligent independent directors, 
properly led, informed and assisted, can circumscribe the agency problems. If managers are not 
overly motivated by options to seek short-term market price appreciation, they should be less 
likely to — consciously or unconsciously — push the numbers, push their auditor and push the 
analysts. (Other compensation means are available to handsomely reward managers for true 
performance successes.) If auditors, analysts and lawyers remove the conflicts that stand in the 
way of the true professionalism the public expects, they are more likely to resist. 

As I said at the outset, the great strength of our system is its ability to correct - 
sometimes by self-correction, sometimes with assistance from the SROs, the SEC, the legislative 
bodies both state and federal, and the courts. If self-correction by the private sector will not 
suffice (and in many respects it does not appear likely to fully address the current concerns), then 
look to the listing bodies and their contractual power to bind listed companies, together with 
greater SEC disclosure requirements. When that won’t suffice, look to legislative solutions. We 
must remember, however, as recently well-put by the Financial Times , that “no set of 
regulations, no matter how detailed, can outmanoeuvre a really determined manipulator. . . 

The great conundrum is that notwithstanding all our efforts for corrections, ultimately, to 
considerable degree, we are left to rely on the integrity of individuals. 


Ira M. Millstein 


Public Statement by SEC Chairman Harvey L. Pitt at the SEC Speakers Conference, 
Washington, DC, February 22, 2002. 

“Reforms to Restore Confidence in Business,” Financial Times . February 19, 2002, at 14. 
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1299 Pl-NNSYLVANIA Avt., NW 
Washington, DC 20004-2402 


The Honorable Carl Levin 
Chairman, Senate Permanent Subcommittee 
on Investigations of the Committee on 
Governmental Affairs 
United States Senate 
Russell Senate Office Building 
Washington, D.C. 20510-6250 

The Honorable Susan Collins 
Ranking Subcommittee Minority Member 
United States Senate 
172 Russell Senate Office Building 
Washington, D.C. 20510-6250 

Re; PSI Report No. 107-70: ‘The Role of the Enron Board of Directors In 
Enron’s Collapse” • 

Dear Senators Levin and Collins; 

On July 7, 2002, the Permanent Subcommittee on Investigations of the Senate 
Committee on Governmental Affairs (“PSI”) released its Report, entitled “The Role of 
the Board of Directors in Enron’s Collapse” (the “PSI Report” or “Report”). The PSI 
made a copy of the Report available to the former outside directors’ at the same time the 
Report was released to the media and less than 48 hours before it was made public, This 
gave the Directors little time to analyze and prepare a response to the PSI Report before it 
was publicly available. Accordingly, on behalf of the former outside directors of the 
Board of Enron Corporation, I respectfully submit this response (the “Directors’ 
Response” or “Response”) to the PSI Report and request that it be included as part of the 
permanent record of the PSI and Senate Committee on the Governmental Affairs and be 
made publicly available. 

The Directors believe that the PSI Report contains erroneous conclusions 
concerning the Enron Board’s role in and responsibility for Enron’s downfall. The 
Directors also believe that the PSI Report does not fully describe or accurately 
characterize their explanations for what occurred. The Directors submit this Response in 
an effort to provide evidence - all of which was available to PSI - that more accurately 
depicts what the Directors knew and did as board members. This includes evidence'from 
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' The terms “outside director! s)” or “Direcroifs),” as used in this submission, refer to the following former 
outside directors of Enron Corp: Robert Belfer, Norman Blake, Ronnie Chan, John Duncan, Joseph Foy, 
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The Honorable Carl Levin 
The Honorable Susan Collins 
August 1,2002 
Page 2 

their Board and committee meetings that establishes that the Directors did not fail in their 
fiduciary responsibility to Enron’s shareholders. 

Fairness to the integrity of this process warrants the Directors’ Response. The 
PSI has chosen to file its Report while the more traditional methods of fact finding are in 
their early stages. The plaintiffs in the Enron-related civil litigation have requested that 
the Court take judicial notice of the PSI Report. Without this response, the Directors are 
concerned that the errors in the PSI Report will go uncorrected and become ultimately 
unyielding to the blows of the truth. 

Very truly yours, 

Ip-fi-- 

W. Neil Eggelston 


IHOWRCY 
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EXECUTIVE SUMMARY 


The Report of the Permanent Subcommittee on Investigations of the Senate 
Governmental Affairs Committee, entitled “The Role of the Board of Directors in Enron’s 
Collapse,” unfairly accuses the Board of a fiduciary failure, Enron’s outside directors reject that 
accusation. These outside directors were independent, diligent, and in good faith and prudently 
performed their fiduciary duties based on the information provided to them. 

• ■ The outside directors prudently executed their fiduciary duties to 

Enron sharehoiders. 

The Directors - as with any outside directors — needed reliable, complete information to 
execute their duties. They acted prudently, reasonably, and in good faith on the basis of the 
information that Enron management and outside advisors, including Arthur Andersen, provided 
to them. At the time, the Directors had no reason to suspect that Enron management or the 
company’s advisors were withholding or distorting important information. As the PSI Report 
acknowledges, the Directors were misled and important information was withheld from them. 

The Directors’ reliance on internal and external advisors was necessary because the role 
of an outside director is limited by design. If outside directors were full-time employees and 
actively managed a corporation’s day-to-day affairs, they would no longer be independent. In 
recognition of this limited role, the law fully authorizes and expects outside directors to rely on 
representations made to them by management and their outside experts. The Directors believe 
that if they had been provided with accurate information they requested or would have expected 
to receive from management, employees or advisors, this tragedy could have been avoided. 

The PSI Report bases its conclusions on six factors that it contends demonstrate fiduciary 
failure. Each of these supposed factors rests on a skewed view of the facts or inappropriate 
conclusions.^ 


• The Directors were not told that Enron was engaged in “high-risk” 
accounting practices that “push|ed] limits” or were ‘“at the edge’ of 
acceptable practice.” 

The Report’s conclusion that the outside directors were told that Enron was engaged in 
“high-risk” accounting practices that “pushjed] limits,” or were ‘“at the edge’ of acceptable 
practice” (Report at 17-18) finds no legitimate support in the record. This conclusion is 
contradicted by the testimony of David Duncan and the documentary record in this matter. 

• David Duncan publicly testified that “high-risk” meant that the 
client “had a very complex business model, engaged in very 
complex transactions with difficult . . . areas to reach accounting 


’ The Directors have tried to respond to the Report’s allegations, which are largely supported by undisclosed 
materials, unidentified witness statements, and hearsay. The Directors do not have access to the documents and 
witness statements upon which the PSI relied, nor to information in the hands of the people who have asserted their 
Fifth Amendment rights. 
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conclusions and that [Arthur Andersen] had a large amount of 
business with them.” (United States v. Arthur Andersen, LLP, 

Criminal Action No. H-02-0121, Testimony of David Duncan, 

Trial Transcript at 2283-84 (S.D. Tex. 2002) (“Duncan Andersen 
Trial Testimony”). David Duncan testified that, out of about 3,000 
publicly traded companies that were Andersen clients as of 2001, 
Andersen categorized “several hundred” as “high-risk.” (Id. at 
2285). David Duncan’s testimony makes clear that “high-nsk” did 
not mean Enron’s accounting practices “push[ed] limits’' or were 
‘“at the edge’ of acceptable practice.” 

• The Arthur Andersen documents on which the Report relies do not 
in fact state that the company was engaged in high risk accounting 
practices that “push[ed] the limits” and were “‘at the edge’ of 
acceptable practice.” (Id.) Rather, as discussed below, that is an 
inference that the PSl drew based on the self-serving statements of 
outside counsel for Arthur Andersen and Arthur Andersen 
employees about an Arthur Andersen employee’s handwritten 
notation that was not shown or conununicated to any Director. 

• In the hundreds of pages of minutes of the Audit Committee 
meetings, which Arthur Andersen presumably reviewed, and 
Arthur Andersen presentations (pnor to the Fall 2001 earnings 
correction), there is not a single occasion on which the Audit 
Committee was informed that Enron was engaged in high risk 
accounting practices that were inappropriate, “push[ed] the limits” 
and were “‘at the edge’ of acceptable practice” (id.)-, to the 
contrary, in meeting after meeting, and in its formal 
representations in the Enron Annual Reports, Arthur Andersen 
continually assured the Audit Committee and the shareholders that 
it was comfortable with the complex accounting judgments being 
made and would stand behind them. Even now, David Duncan, the 
former Arthur Andersen partner on the Enron engagement, at his 
recent trial gave sworn public testimony that he was “not aware of 
any accounting improprieties at Enron.” (Duncan Andersen Trial 
Testimony at 2020). 

The Audit Committee knew that Arthur Andersen was paid specifically to ensure that the 
“innovative structures” conformed to GAAP, and hence took comfort that Arthur Andersen “was 
o k.” with them. 

The Report cites three sources as support for its conclusion regarding the Directors’ 
knowledge that Enron was engaged in high-risk accounting practices. None is reliable evidence 
of the Directors’ knowledge; 
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• statements to PSI by outside attorneys for the now convicted 
Arthur Andersen, which faces exposure for its role in this matter 
and which is seeking to shift the hlame; 

• statements to PSI by outside counsel for Arthur Andersen 
employees who are also seeking to shift the blame and who refused 
to meet with the PSI because they asserted their Fifth Amendment 
right not to make statements that may incriminate themselves; and, 

• internal Arthur Andersen memoranda discussing the accounting 
firm’s discomfort over Enron’s accounting practices - documents 
and concerns that should have been, but were not, raised in the 
strongest terms with the Audit Committee. 

The Report’s conclusion that the Directors knew that Enron was engaged in high risk 
accounting practices that “pushed limits” or were “at the edge” of acceptable practice (Report at 
n-18) should not have been made. 

• The Directors’ decision to approve the Chief Financial Officer’s 

operation of the LJM partnerships was prudent in light of the strict 
controls the Board imposed, which would have been effective if 
management had implemented the controls and provided accurate 
information to the Board about the LJM transactions. 

The Report accuses the Directors of approving the CFO’s participation in the LJM 
partnerships in the face of conflicts of interest. (Report at 3). It also alleges that the “Board 
exercised inadequate oversight of [the] LJM transaction and compensation controls and failed to 
protect Enron shareholders from unfair dealing.” (Id.) These findings ignore the clear evidence 
to the contrary. The Directors’ ratification of the Office of the Chairman’s decision to permit the 
Chief Financial Officer to establish and operate the LJM partnerships was based on the 
Directors’ belief, after reviewing management’s recommendation and receiving assurances from 
outside advisors about accounting for and control of these partnerships, that the partnerships 
were in the best interests of Enron and were designed to meet specific and important business 
purposes. The Directors understood at the time that Enron’s inside and outside accountants and 
legal advisors had reviewed and approved the arrangement. 

Under the Code of Conduct, the CFO’s involvement in these partnerships required proper 
oversight by Enron management. The Directors certainly recognized that the CFO’s 
participation in these arrangements presented conflict issues that needed to be addressed and 
managed. The Board understood that Enron's iegal advisors had reviewed and approved of the 
LJM partnership structure, and had approved of Mr. Fastow’s involvement in LJM as long as the 
Board ratified the Office of the Chairman’s recommendation to allow Mr. Fastow to participate 
consistent with the Code of Conduct. As an additional “line of defense,” the Board imposed a 
series of independent controls specifically assigned to numerous officers in the company who did 
not report to the CFO, including the CEO, COO, and the Chief Accounting and Risk Officers, as 
well as Arthur Andersen, to ensure that every transaction between the partnerships and Enron 
would be in the best interests of Enron. Arthur Andersen and Enron management assured the 
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Board that the controls had been implemented and were effective, and the Directors had no 
reason to doubt those representations. At the February 12, 2001 Finance Committee meeting, 

Mr. Fastow reported that the controls “had been discussed with the Audit and Compliance 
Committee, and commented that the process was working effectively.” (February 12, 2001 
Finance Committee meeting minutes at 5; see also February 12, 2001 Audit Committee meeting 
minutes at 2-3). We now know that the controls were not followed, and the Directors were 
deprived of critical information about these transactions. 

• The outside directors did not make decisions designed to misrepresent 
the true financiai condition of Enron. 

The Report’s contention that the Board permitted Enron to engage in extensive “off-the- 
books” transactions to distort Enron’s financial picture and thereafter failed to ensure adequate 
disclosure misstates both what Enron did disclose and the role of the outside directors in 
reviewing disclosures. 

The Report continually uses the inflammatory term, “off-the-books.” The Report, 
however, does not clarify that “off-the-books” does not mean “undisclosed.” What it means is 
that the disclosures were in a different place in the company’s annual report than the section 
setting forth the balance sheet. When the Report refers to “off-the-books,” what it really means 
is “off-balance-sheet,” and disclosed in footnotes to the balance sheet. 

The Report’s principal example of an improper “off-the-books” corporate strategy is a 
partnership called Whitewing. The Report’s characterization of the accounting treatment of 
Whitewing shows that preparers of the Report do not fully understand financial reporting, The 
Report acknowledges that from 1997 to 1999, Whitewing was a consolidated entity. That means 
that Whitewing was consolidated on the balance sheet of Enron; in the Report’s terms, “on-the- 
books,” not “off-the-books.” In 1999, Whitewing was deconsolidated and treated as an affiliate. 
When that occurred, Whitewing’s assets and liabilities were included in the footnotes to the 
balance sheet in the Annual Report, and a single line item was reported on the balance sheet 
itself. Though “off-the-books” under the Report’s definition. Whitewing was not “undisclosed.” 

The Report’s discussion of these issues shows that the accurate classification and 
reporting of financial statements requires compliance with numerous laws, regulations and 
accounting conventions. The Directors were entitled to and did rely on Enron’s outside experts 
on these matters. The outside auditor, Arthur Andersen, had to give its opinion on the validity of 
the financial statements, and did so year after year. The Directors also understood that Enron’s 
auditors, Arthur Andersen, and its outside law firm, Vinson & Elkins, had reviewed and 
approved the adequacy and completeness of Enron’s disclosures. It is wrong to blame the 
Directors, who relied on what they believed at the time were two of the premier professional 
services firms in the world, for alleged inadequate disclosures. 


- 4 - 



722 


• The outside direetors prudently approved compensation plans for 
Enron executives on the advice of outside experts to assure that the 
company wouid attract and retain vrhat Enron believed was its most 
valuable asset, its people. 

The Report criticizes the Compensation Committee for approving executive 
compensation plans that had as their goal “keeping up with competitor pay.” (PSI Report at 53). 
The Report acknowledges that the Compensation Committee regularly sought advice from 
Towers Perrin, a highly respected executive compensation consulting firm. Towers Perrin 
advised the Compensation Committee of the need to offer compensation packages that were 
comparable to those offered by similarly-situated companies and entities that recruited from the 
same talent pool. 

The outside directors believed that attracting and retaining outstanding employees was 
critical to the success of the company. The Report seems to disparage the notion that pay 
packages comparable to opportunities that employees may obtain from other companies are 
necessary to this goal. Yet the Report cannot realistically contest, as one director testified at the 
hearing on May 7, 2002, that an employee who has better opportunities at another company 
would simply “walk across the street.” 

The criticism of the Compensation Committee for failing to supervise the Chief 
Executive Officer’s use of his line of credit is also misplaced. At the time, a line of credit as part 
of CEO compensation was quite common. The Directors had no reason to believe that Mr. Lay 
would misuse the line of credit and were not aware until recently that he had done so. The 
Directors agree that, by repeatedly using the line of credit to take out a loan and then 
immediately repaying it with stock, Mr. Lay was abusing this component of his compensation 
package. Dipping into the line of credit in the morning and repaying it with stock in the 
afternoon many times over was a violation of the Board’s intention when it approved this benefit. 
Some of the Directors have been publicly explicit in this regard. (May 7, 2002 PSI Hearing 
Transcript at 219-21). 

The Directors certainly would have expected Mr. Lay’s conduct to have been brought to 
their attention by the employees, including those in legal, treasury, and control functions, who 
facilitated these sales. Every employee of Enron, including the CEO, had a fiduciary duty to the 
company as a whole. 
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• The outside directors of the Board were independent of Enron. The 
Directors also believed that Arthur Andersen was independent of 
Enron. The outside directors exercised independent judgment about 
these matters. 

The Report contends that the Directors were too highly compensated. A 
contemporaneous independent study shows that the Directors’ compensation was not excessive 
for a company of the size and complexity of Enron. 

The Report also criticizes certain outside directors for having inappropriate financial ties 
to the company and alleges that the Board was not independent. Those ties were trivial, had no 
impact on the Directors’ discharge of their duties, and did not affect the Board’s independence. 

The Chairs of the three most significant board committees did not receive any monies 
from Enron in addition to their director/committee chair compensation. Mr. John Duncan, who 
chaired the Executive Committee, and Dr. Jaedicke, who chaired the Audit Committee, do not 
appear on the Report’s list at all. (PSI Report at 55-56). Mr. Winokur, who chaired the Finance 
Committee, appears only because he is an outside director and shareholder of a company that 
occasionally sold oilfield equipment to subsidiaries of Enron in the ordinary course of business, 
on arms’-length terms. Those sales averaged approximately one-half of 1% of the aimual 
revenues of that company. 

Board members Dr. Mendelsohn and Dr. LeMaistre are the current and immediate past 
Presidents of the Houston-based M.D. Anderson Cancer Center (“the Center”), unquestionably 
one of the premier cancer centers in the world. During Dr. LeMaistre’s tenure as President, 

Enron pledged $1.5 million as part of the Center’s capital campaign. This amount is less than 
1 % of the total amount of money that the campaign raised from private sources and the Center 
staff. While Dr. Mendelsohn was an Enron director, the total Enron- and Lay-related 
contnbutions compnsed less than 0.1% of the private philanthropy raised by the Center during 
that period. 

The relationship between the Enron contributions to the Mercatus Center at George 
Mason University, which employs former board member Dr. Gramm, is just as tenuous. Enron 
first contributed to the Mercatus Centei before Dr. Gramm was employed there; since 1996, 
Enron’s total contiibutions have been less than one-third of 1% of the Mercatus Center’s budget. 
Finally, Lord Wakeham received a $6,000 monthly retainer fee for the additional duties he 
performed in connection with Enron’s European business and operations. The Board specifically 
was asked to and did take note of these facts and found Lord Wakeham independent. 

The criticism of the Audit Committee for permitting Arthur Andersen to perform 
consulting services m addition to audit services for the company represents a condemnation of a 
widespread business practice, not a criticism of this Board. The members of the PSI may believe 
this practice should not be permitted At the time, however, Enron and hundreds of other 
companies believed that companies could obtain more effective service if the work was 
centralized in one accounting firm. 


- 6 - 



The Directors do not accept the conclusion of the Report that they failed in their 
oversight duties. The two most significant conclusions of the Report are barely discussed. The 
Report (1) did not find that the outside Directors benefited personally fi-om these transactions or 
that they acted in other than the utmost good faith, and (2) did find that the Directors were misled 
by people on whom they were entitled to rely. 

The Directors particularly reject the suggestion in the Report that their culpability is 
demonstrated by their failure to acknowledge their responsibility. These directors executed their 
fiduciary duties prudently, responsibly, and in good faith. 
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SCOPE OF RESPONSE 

The Directors’ Response addresses many of the most significant inaccurate findings the 
PSI Report makes about the role of the Directors. This Response is not intended to address all of 
the Report’s inaccuracies. The PSI investigative process did not allow for the PSI’s information 
(documents or access to witnesses) to be provided to the Directors. The Directors’ ability to 
respond to findings that rest on undisclosed documents and testimony is necessarily limited. 

Due to time constraints, this Response also does not address certain issues that the PSI 
has raised, such as the Sherron Watkins memo and certain transactions. The Directors have 
addressed these issues in lengthy public testimony and written statements. 

We make these observations so that the severe limitations on the ability of the Directors 
to respond to the PSI Report will be apparent to any readers of this response. With those 
limitations in mind, we will endeavor to highlight some of the critical misstatements and 
unfounded conclusions contained in the PSI Report. 

I. THE DIRECTORS FULLY EXECUTED THEIR OVERSIGHT 
DUTIES 

The PSI Report opens with observations about the structure and operation of the Enron 
Board, as well as with a description of its views of the duties of outside directors In significant 
ways, these descriptions are misleading. 

The PSI Repon seeks to paint a picture of a Board lacking in diligence through a 
description of the length and tenor of the Board meetings. The picture is misdrawn. First, the 
PSI Report suggests that the Board meetings lasted only a couple of hours each.^ The Board 
minutes produced to the PSI establish, however, that regular board meetings occurred five times 
per year and lasted five to six hours. Each Board meeting was preceded by a day of committee 
meetings, in which extensive discussions were held with management - and in the case of the 
Audit Committee, with Arthur Andersen - concerning the company’s business, its financial 
affairs and its strategy The Audit and Finance Committees members received voluminous 
materials before meetings that they studied to prepare for their discussions. 

The PSI Report also asserts that the Board “readily approved new business ventures and 
complex transactions.” The Board and committee minutes again belie this contention. The 
Board or its committees declined to approve at least two major acquisitions suggested by 
management prior to 2001 and the Georgia Pacific pulp mills in 2001. Messrs. Lay and 
McMahon recommended the Georgia Pacific acquisition in September/October 2001 which was 
a clear indication to the Directors that management thought that Enron was in sound financial 
condition. 


' Compare^ e.g., Minutes of December 8, 1998 (meeting lasted over five hours); Minutes of December 8, 1998 
(meeting lasted over five hours); Minutes of February 8, 1999 (meeting lasted over six hoius); Minutes of October 
11-12, 1999 (meeting lasted six and one-half hours over two days); Minutes of February 8, 2000 (meeting lasted 
over five and a half hours) with Subcommittee Report at 9 (“Full Board meetings also generally lasted between one 
and two hours.”) 
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A review of the relevant facts demonstrates that the Enron Board met all of the 
requirements of the Blue Ribbon Committee on Improving the Effectiveness of Audit 
Committees cited in the Report. Throughout 2000 and into 2001, the Audit Committee worked 
with Arthur Andersen to make certain that it complied with the recommendations of the Blue 
Ribbon Committee. That effort culminated in February 2001, when the Audit Committee 
finalized a new charter, which the Board approved. 

Enron’s Board — were it presently constituted as it was in 2001 - would meet the new 
requirements proposed by the New York Stock Exchange. The Audit Committee met the Blue 
Ribbon Committee’s recommendations. Its charter stated that the committee shall be comprised 
of three or more directors who, in the opinion of the hoard of directors, have no relationship to 
the company that may interfere with the exercise of independent judgment as a committee 
member. And this was the case. The Enron Board deemed all members of the Audit Committee 
independent. 


A. Directors are Entitled to Rely in Good Faith on the Opinions 
and Advice of their Internal and Outside Advisors 

The PSl Report asserts that Enron’s Board exercised “weak oversight” of Enron’s 
operations, PSI Report at 14, and “routinely relied on Enron management and Andersen 
representations with little or no effort to verify the information provided. . . .” Id, These 
statements are legally and factually inaccurate. 

Governing law makes clear that it is entirely appropriate and expected for directors to 
rely on statements made to them by management or the company’s outside auditors. Oregon 
law'* states expressly that a director “is entitled to rely on information, opinions, reports or 
statements including financial statements and other financial data if prepared or presented by: 

(a) One or more officers or employees of the corporation whom the director reasonably 
believes to be reliable and competent in the matters presented; 

(b) Legal counsel, public accountants or other persons as to matters the director reasonably 
believes are within the person’s professional or expert competence; or 

(c) A committee of the Board of Directors of which the director is not a member if the 
director reasonably believes the committee merits confidence.” 

2001 Or. Rev. Stat. 60.357(2)(a)-(c). The Report offers no reason for the Directors at the time to 
have questioned the honesty or integrity of Enron management or Arthur Andersen. The 
corporate world and the press had lauded both groups as having extraordinary ability. Before the 
Fall of 2001 , the Directors had no reason to doubt that characterization. 

The Report acknowledges grudgingly that the Directors were misled. (PSI Report at 1 3). 
The Report fails to acknowledge the degree, frequency, and magnitude of this misconduct. An 
objective review of the information that has become publicly available discloses that Enron 


■' Enron was an Oregon corporation. 
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management repeatedly failed to apprise the Directors of the facts on many key transactions. As 
for Arthur Andersen, the Report discusses internal Arthur Andersen memoranda detailing Arthur 
Anderson’s discomfort with Enron’s accounting practices. {Id. at 18-19). The Report fails to 
note, however, that Arthur Andersen failed to bring those concerns to the Directors’ attention. 

The courts of Delaware, which are regularly called upon to discuss the duties of corporate 
directors, have made clear that the touchstone of any evaluation of a director’s action is an 
assessment of the director’s good faith: 

[C]ompliance with a director’s duty of care can never appropriately be judicially 
determined by reference to the content of the Board decision that leads to a 
corporate loss, apart from consideration of the good faith or rationality of the 
process employed. That is, whether a judge or jury considering the matter after 
the fact, believes a decision substantively wrong, or degrees of wrong extending 
through “stupid” to “egregious” or “irrational,” provides no ground for director 
liability, so long as the court determines that the process employed was either 
rational or employed in a good faith effort to advance corporate interests. To 
employ a different rule - one that permitted an “objective” evaluation of the 
decision - would expose directors to substantive second guessing by ill-equipped 
judges or juries, which would, in the long run, he injurious to investor interests. 


Where a director in fact exercises a good faith effort to be informed and to 
exercise appropriate judgment, he or she should be deemed to satisfy fully the 
duty of attention. 

In re Caremark Int’t. Inc. Derivative Litig., 698 A. 2d 959, 967-68 (Del. Ch. 1996) (“/« re 
Caremark!') (emphasis in original). 

This legal background is important for two reasons. First, it establishes that, contrary to 
the PSFs contentions, the Directors were entitled to rely, in good faith, upon the advice and 
recommendations of Enron’s management and outside advisors, all of whom, at the time, were 
reasonably believed to be reliable and competent. Second, the law points out that the proper 
inquiry is not whether the PSI, with the benefit of hindsight, agrees with the decisions made by 
the Directors. Rather, the inquiry is “Did the Directors employ a reasonable process to inform 
themselves sufficiently concerning these transactions and were their decisions made in good 
faith?” The answer to that question, based upon the publicly available record of Board and 
committee meetings, is plainly “yes,” 
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B. The Board Instituted Sufficient Mechanisms To Ensure That It 
Would Get The Information It Needed To Fulfill Its Duties 

The Report nevertheless attacks the means by which the Board sought to remain 
informed of Enron’s affairs. The law is clear that the ability of outside directors to inform 
themselves is limited: 

By forpe of necessity, the company’s Directors could not know personally all of 
the company’s employees. The very magnimde of the enterprise required them to 
confine their control to the broad policy decisions. That they did this is clear from 
the record. At the meetings of the Board in which all Directors participated, these 
questions were considered and decided on the basis of summaries, reports and 
corporate records. These they were entitled to rely on, not only, we think, under 
general principles of common law, but [by statute] as well, which in terms fully 
protects a director who relies on such in the performance of his duties. 

Graham v. Allis-Chalmers Mfg. Co., 188 A.2d 125, 130 (Del. Ch. 1963). The Directors’ role 
was limited to putting in place a process by which infonnation would come to their attention so 
that they could - as they did here - act on it in good faith. “[I]t is important that the Board 
exercise a good faith judgment that the corporation’s information and reporting system is in 
concept and design adequate to assure the Board that appropriate information will come to its 
attention in a timely manner as a matter of ordinary operations, so that it may satisfy its 
responsibility.” In re Caremark, 698 A.2d at 970. 

In testimony before the House Financial Services Committee, and in their testimony 
before the PSI, Mr. Wmokur and Dr. Jaedicke set out in detail the many overlapping and 
independent controls that the Board instituted. We refer the reader to that publicly available 
testimony for a full description of those controls. (See httn://www.senate.gov./" gov affairs/ 
0S0702witness.htm : httD://energvcommerce.house.gov/ 107/hearings/02072002Hearing485/ 
hearing.htm .) Arthur Andersen was an important part of that control function. Arthur Andersen, 
as the PSI Report notes, did not act solely as Enron’s external auditor for the purpose of auditing 
Enron’s financial statements. Arthur Andersen also provided important transaction accounting 
and disclosure advice and gave opinions regarding the adequacy of Enron’s internal controls. In 
the 2000 Annual Report, for example, Andersen opined to the Audit Committee and to Enron’s 
public shareholders that: 

• “[Enron’s] financial statements,, . present fairly, in all material respects, the financial 
position of Enron Corp. and [its] subsidiaries. . .and the results of their operations, 
cash flows and changes in shareholders’ equity for each of the three years in the 
period ended December 31, 2000, in conformity with accounting principles generally 
accepted in the United States.” 

• “We have examined management’s assertion that the system of internal control of 
Enron Corp. and subsidiaries . . .was adequate to provide reasonable assurance as to 
the reliability of financial statements and the protection of assets from unauthorized 
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acquisition, use or disposition... .In our opinion, management’s assertion that the 
system of internal control of Enron Corp. and its subsidiaries as of December 31, 

2000, 1999 and 1998 was adequate to provide reasonable assurance as to the 
reliability of financial statements and the protection of assets from unauthorized 
acquisition, use or disposition is fairly stated, in all material respects, based upon 
current standards of control criteria.” 

See Enron Annual Report for 2000 at 30. Arthur Andersen’s opinion that Enron’s internal 
controls were adequate encompasses the critical years 1999 and 2000. 

The PSI Report suggests that Enron’s Audit Committee was unreasonable in relying upon 
Arthur Andersen’s opinions and did not “verify the information provided.” This assertion 
misunderstands the role of an audit committee, which is to receive reports from management and 
the outside auditors, to review the adequacy of management and the outside auditors, to review 
the adequacy of internal controls, and to oversee the filing of financial statements. “The audit 
committee is not the auditor’s auditor. The audit committee should be an oversight body. . , .But 
there is no guarantee and you do have to trust someone.” See Testimony of Olivia Kirtiey before 
Senate Banking Committee (March 14, 2002). 

A series of commentators more authoritative than those who appeared before the PSI 
have noted the limited role of an audit committee. Alan Greenspan, the Chairman of the Federal 
Reserve, has acknowledged the important limitations of an audit committee member’s role: 

“I’ve served ori too many audit committees to know that even though I would consider myself 
independent, 1 would consider myself knowledgeable, I did not know what questions to ask the 
chief financial officer during meetings to find out what it is that conceivably is going wrong with 
the corporation and he wasn’t about to tell me.” (Hearing of the House Financial Services 
Committee (February 27, 2002)). The prestigious Audit Committee of Goldman. Sachs has made 
this point quite strongly. 

The members of the Audit Committee are not professionally engaged in the practice of 
auditing or accounting and are not experts in the fields of accounting or auditing, 
including in respect of auditor independence. Members of the Committee rely without 
independent verification on the information provided to them and on the representations 
made by management and the independent auditors. Accordingly, the Audit Committee’s 
oversight does not provide an independent basis to determine that management has 
maintained appropriate accounting and financial reporting principles or appropriate 
internal controls and procedures designed to assure compliance with accounting standards 
and applicable laws and regulations. 

(2001 Goldman Sachs Proxy Statement at 19). 

As Securities and Exchange Commission Chairman Pitt has testified, once appropriate 
processes are in place (as they were here), a director cannot protect the shareholders against 
dishonest management: 
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I will also tell you that no matter what the expertise is, at the end of the day, if 
management is going to play games, no matter how determined, how smart, and 
how experienced the audit committee is, they’re not going to find it. The best you 
can hope for is to have a process. 

(Testimony of the Honorable Harvey L. Pitt, Chairman of the U.S. Securities and Exchange 
Commission, before the Senate Committee on Banking, Housing and Urban Affairs on 
March 21, 2002). 

The Enron Audit Committee met five times per year and was chaired by a former 
Professor of Accounting and Dean of the Stanford Business School, Dr. Robert Jaedicke. The 
PSI Report acknowledges that the Audit Committee met the standards for financial literacy set 
out by the Blue Ribbon Committee. The PSI Report appears to concede that there were 
extensive qualitative discussions between Arthur Andersen and the Audit Committee concerning 
Enron’s accounting, its financial affairs and its business risks. (See, e.g., Report at 15). 

The processes and controls that Enron’s Board put in place to ensure that it received 
accurate information about Enron’s financial condition generally and about the related-party 
transactions in particular were extensive and independent. If one control failed, another 
independent control was designed to bring particular issues to the Board’s attention. Arthur 
Andersen, as indicated above, and Enron management were directed by the Directors to perform 
important internal control and reporting functions. The Board could not have anticipated that 
each of these independent controls would fail. 


II. THE EVIDENCE DOES NOT SUPPORT THE REPORT’S 
CONCLUSION THAT THE DIRECTORS KNOWINGLY 
ALLOWED ENRON TO ENGAGE IN “HIGH-RISK” 

ACCOUNTING PRACTICES THAT “PUSH [ED] LIMITS” OR 
WERE ‘“AT THE EDGE’ OF ACCEPTABLE PRACTICE” 

The PSI Report contends that Enron's Board “knowingly allowed” Enron’s use of “high 
risk accounting practices” that “push[ed] limits” or were ‘“at the edge’ of acceptable practice.” 
(Report 17-18). While the Report characterizes this purported finding as “disturbing” (Report at 
14), the PSTs conclusion is based upon a distortion of the evidence. 

The Directors asserted during their staff interviews, and testified at the PSI hearing that 
no one advised any Director that Enron was engaged in “high-risk accounting practices” that 
“push[ed] limits” or that were “at edge of acceptable practice.” Those statements are eonsistent 
with the contemporaneous Board and Committee minutes that recorded Arthur Andersen’s 
discussions with and disclosures to the Emon Audit Committee. 

The documents on which the Report relies contradict this conclusion. In one instance, the 
PSI Report infers that the categorization of certain transactions as “H” in the Andersen 
presentation materials means that the Audit Committee was informed that Enron was engaged in 
“high-risk accounting.” Dr. Jaedicke, Enron Audit Committee Chairman, testified that he did not 
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understand the document that way. (May 7, 2002 PSI Hearing Transcript (Federal News 
Service) at 26). The minutes of the meeting do not reflect any such statements by Arthur 
Andersen accountants. 

The Report rejects the Directors’ testimony in favor of a statement by an unnamed Arthur 
Andersen lawyer, who “told the Subcommittee staff” that this document was “intended” to 
inform the Audit Committee that Enron was using a number of high-risk accounting practices. 
This is a thin reed upon which to rest the wei^ty (and otherwise unsupported) assertion that the 
Board was told that Enron was engaged in hi^ risk accounting practices. Even this thin reed 
collapses in the face of the following: 

• The Andersen accountants who allegedly “intended” to impart this conclusion to 
the Audit Committee said no such thing in the actual document- Rather, the chart 
refers to the fact that these are matters of Andersen’s professional judgment 
concerning the application of the relevant accounting rules. The document 
presented and meeting minutes do not establish that Andersen indicated any 
discomfort or doubt about the accuracy of the judgments it was making in the 
course of reporting on Enron’s transactions. 

• In the same meeting, Arthur Andersen advised the Audit Committee that, in 
Arthur Andersen’s opinion, no modification was required in either management’s 
judgments on accounting estimates or reviews of interim financial information. 
See Audit Committee Minutes of February 7, 1999 at 1-2. 

• The Arthur Andersen accountants who, according to their criminal defense 
lawyers, intended to convey this conclusion were not available to testify. Both of 
the Andersen accountants invoked their Fifth Amendment rights and refused to 
testify because it might incriminate them. 

The last point is especially important. The PSI Report obscures the inherent unreliability 
of the Andersen lawyer's statements by papering them over with the innocuous observation that 
“Mr. [David] Duncan did not make himself available in response to a Subcommittee request to 
elaborate on this note [but] his colleague Mr, Bauer confirmed through legal counsel that Mr. 
[David] Duncan had conveyed this information to the Audit Committee.’' See Report at 17. 

David Duncan was “unavailable” because he had pleaded guilty to obstruction of justice 
and had invoked his Fifth Amendment rights. Mr. Bauer, his colleague, responded “through his 
legal counsel” because he too refused to testify because his testimony might incriminate him. 

The PSI’s decision to credit the assertions of these lawyers about their clients’ unavailable, 
potentially incriminating testimony is inappropriate. 

David Duncan testified at the Andersen trial as to what Andersen meant by “high risk.” 
This term did not indicate that Enron’s accounting practices “push[ed] limits” or were ‘“at the 
edge’ of acceptable practice”: 
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Q: Well, Mr. Weissmann asked you, do you recall, about wasn’t 

Enron a high risk client. Do you recall that? 

A: (David Duncan): Yes. 

Q: And were they? 

A: Yes, they were. 

- Q: And what do you-all mean in your world by that? 

A ' They were a high risk cUent in that they engaged in - they were in 
a very complex - had a very complex business model, engaged in 
very complex transactions with difficult ~ difficult areas to reach 
accounting conclusions and that we had a large amount of business 
with them. 

(Duncan Andersen Trial Testimony at 2283-84). 

The classification “high-risk” did not suggest that these clients were engaged in 
inappropriate account practices and was applied to a large percentage of Arthur Andersen’s audit 
clients: 


Q: All right. Tell the jury about how many of your- first of all, do 

you have any knowledge yourself, Mr. Duncan, about how many 
publicly traded companies Enron - that Arthur Andersen was 
doing the accounting for as of 2001? 

A: I want to say somewhere in the neighborhood of 3,000, but I’m 

relying on long-term memory. 

Q: How many would you estimate were categorized by your company 

as high risk? 

A' I don’t know if 1 could make an intelligent estimate. 

Q; Would it be more than hundreds? Would it be several hundred? 

A: I would say several hundred. 


(Id- at 2285). 

The Report also ignores what occurred at the outset of the February 7, 1999 meeting. 
The minutes show that David Duncan began bis presentation by noting that “Arthur Andersen 
would submit an unqualified financial statement opinion as a result of its 1998 audit and that 
there would be no significant audit adjustments or new accounting policies or changes.” He 
added that, m Arthur Andersen’s opinion, no modification was required in either management’s 
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judgments on accounting estimates or reviews of interim financial information. See Audit 
Committee Minutes of February 7, 1999 at 1-2. The very facts criticized by the Report - 
namely, the accounting judgments being made by Enron - were matters David Duncan said 
Andersen agreed with at the very moment that he assured the Audit Committee Enron’s 
financials were correct. The Report ignored this critical evidence. 

The Report ignores the ensuing discussion (in the same meeting) between Andersen 
accountants and the Enron Audit Committee in executive session. An executive session was 
available at every Audit Committee meeting and allowed the Committee and Arthur Andersen to 
meet in the absence of Enron management so that Arthur Andersen could raise any issues or 
concerns. If the Andersen partners who attended the Febraary meeting - Messrs. Duncan, 
Goddard, King and Bauer - were concerned that Enron was “pushing limits,” engaged in 
“aggressive accounting” or otherwise taking actions with which Arthur Andersen disagreed, this 
was the time to say so - but they said no such thing. To the contrary, the minutes reflect that 
“[djuring the executive session, Mr. David Duncan indicated there were no areas of significant 
concern.” (Id.) 

Similar observations could be made about the other Audit Committee meetings the PSl 
Report cites. Nowhere in any of the Audit Committee minutes is there any indication that Arthur 
Andersen informed the Audit Committee that Enron’s accounting was “pushing limits,” was 
“high risk,” or was inconsistent with generally accepted accounting principles. In stark contrast, 
each and every year Arthur Andersen expressed three important opinions to the public and to 
Enron’s Audit Committee about Enron’s financials: Enron’s financials presented fairly, in all 
material respects, the financial condition of the company; Enron’s internal controls were 
adequate; and, Andersen had no disagreements with Enron management concerning its 
accounting practices. (See, e.g., Enron 2000 Annual Report at 30 and Enron Form lOK for 2000 
at 61-62). 

It is also important to respond to the Report’s selective citations from internal Arthur 
Andersen documents. (See Report at 18). The Directors have not seen the documents discussed 
at pages 18-19 of the Report, but wish to emphasize that Arthur Andersen did not inform the 
Directors that Enron was engaged in “form over substance transactions” or took “maximum 
risk.” (Id.) As the PSI Report notes. Dr. Jaedicke testified that when Andersen was questioned 
in executive sessions about Enron’s structured transactions or about the judgments Arthur 
Andersen was being asked to make, “the usual expression was one of comfort. It was not, these 
are the highest risk transactions on a scale of one to ten.” (See Report at 20). 

Careful review of one of the internal Arthur Andersen documents illustrates the flaws in 
the Report. The PSI Report cites a February 6, 2001 e-mail from Mr. Jones of Arthur Andersen 
to Messrs. Bauer and David Duncan as “further proof that Andersen viewed Enron as engaged in 
risky accounting.” (5ee Report at 18-19). This e-mail was not sent to any Director. The e-mail 
expresses Andersen’s concern that neither Andersen nor Enron management had adequately 
communicated with Enron’s Board concerning Enron’s related-party transactions. (See id.). In 
the February 12, 2001 Audit Committee meeting, however, Andersen raised no concern with the 
Audit Committee about Enron’s related-party transactions. Rather, David Duncan, despite 
having received the e-mail, assured Enron’s Audit Committee that Andersen’s “opinion on the 
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Company’s internal controls . . .would be unqualified, [that] the audit was complete and no 
material weaknesses had been identified.” (See Audit Committee Minutes of February 12, 2001 
atpgs. 1-2). 


The concerns expressed in the internal Andersen e-mail - which Andersen did not give to 
the Directors - provide no evidence that Enron’s Board knew Enron was engaged in risky 
accounting. The e-mail shows, rather, that Andersen knowingly failed in its duty to keep the 
Audit Committee informed. Six weeks after the February 6, 2001 e-mail, Andersen again signed 
Enron’s Form lOK, again gave Enron a clean audit opinion, again opined that Enron’s internal 
controls were adequate, and again indicated it had no disagreements with management 
concerning Enron’s financial statements. (See Annual Report for 2000 at 30 (“disagreements 
with management” “None”)). These actions provided further assurances to the Audit Committee 
that Enron’s financial statements were in order, that Andersen was comfortable with the 
adequacy of Enron’s internal controls, and that no additional verification was warranted. 

The Report also fails to address the trial testimony of Andersen’s lead accountant, David 
Duncan. David Duncan was called as a government witness and testified pursuant to a plea 
agreement. At the time of his testimony and the Andersen trial, he had already pleaded to a 
felony, the commission of obstruction of justice. The Andersen criminal trial was completed 
before the Report was issued. 

Excerpts from the trial testimony, compared below with the allegations of the Report, 
illustrate that the erroneous conclusions reached m the Report result, in part, from a decision to 
ignore the Andersen trial testimony. Certain testimony of David Duncan controverts the 
Report’s suggestion that David Duncan believed Enron's accounting was overly aggressive or 
inaccurate, as shown on the chart below. 
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COMPARISON OF ANDERSEN 

TESTIMONY WITH PSI REPORT 

PSI ALLEGATION 

ANDERSEN TESTIMONY 

PSI Report contends that Andersen told Directors 
that Enron was engaged in “high-risk” accounting 
that “push[ed] limits” or were “‘at the edge’ of 
acceptable practice.” (Report at 17-18). 

David Duncan testified that, to Arthur Andersen, “high- 
risk” meant that its client “had a very complex business 
model, engaged in very complex transactions with 
difficult . . . areas to reach accounting conclusions and 
that [Andersen] had a large amount of business with 
them. (Tr. at 2283-84). David Duncan testified that of 
the 3000 clients Andersen had as of 200 1 , “several 
hundred” were “high-risk.” (Tr. at 2285.) 

The PSI implies that Andersen made the Audit 
Committee aware of improper accounting at 

Enron. 

David Duncan was “not aware of any accounting 
improprieties at Enron.” Tr. at 2020. While David 
Duncan believes that “it was a mistake for Enron to 
have booked their equity,.. wrongly for about $1.2 
billion,” Tr. at 2020, he does not believe that was “an 
intentional mistake by either Enron or [Andersen].” Id. 
David Duncan has, to his knowledge, “never for a 
moment thought there was anything fraudulent or 
anything that had to do with a misrepresentation about 
that.” Id. at 2021. 

The PSI asserted that Andersen was uneasy with 
Enron’s structured finance and related-party 
transaciion(s) 

David Duncan testified that he gave advice to Enron’s 
Rick Causey in 1999 about how to structure Enron’s 
transaction with LJM Swap Sub. and said he “believed 
[that advice] was correct and appropriate at the time.” 

Tr. at 2036. 

The PSI suggests that Andersen had doubts about 
the way m which Enron presented its financial 
statements 

i 

i 

David Duncan testified that “every one of the 
accounting positions that [he] took on behalf of 
Andersen” he took “with the good faith belief that what 
[he was] doing [was] right.” Tr. at 2046. David 

Duncan testified that other than the matters at issue in 
Enron’s subsequent restatement (e.g., errors, like 

Raptors, or information that was allegedly withheld 
from Andersen, like Chewco), there were no “other 
accounting issues that [he] was involved in or [his] 
team was involved in with Enron that [he] believes 
were handled inappropnately ” Tr. at 2050.^ Even as 
to the matters at issue in the November 2001 
restatement, David Duncan confirmed that “in each of 
those three cases... Arthur Andersen’s advice.... [was] 
given in good faith based on what [it] knew at the 
time.” Id. 


' The facts that David Duncan indicated were unknown to Arthur Andersen involved an undisclosed guaranty or 
security agreement in the structure of the Chewco transaction. As the Directors have stated publicly and in PSI 
interviews, neither the existence of this agreement nor the fact that Michael Kopper was an investor in Chewco was 
known to them. 
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COMPARISON OF 

TESTIMONY WITH PSI REPORT 

PSI ALLEGATION 

ANDERSEN TESTIMONY 

Enron’s Related Party disclosures were 
insufficient 

Da\ad Duncan testified that it was Andersen’s 
responsibility to “review those disclosures [to 
detennine] whether they are appropriately in 
compliance with generally accepted accounting 
principles for disclosure taken as a whole.” Tr. at 1739. 
Having conducted that review, David Duncan testified 
that he believed Enron’s footnote disclosures of its 
related-party transactions were “adequate.” Id. 


Other evidence offered by the government at the Andersen trial demonstrates the Board’s 
reliance on Arthur Andersen for advice on accounting issues. An inside lawyer for Arthur 
Andersen, Nancy Temple, took notes of a November 2, 2001 Enron Audit Committee meeting, 
shortly before Enron filed its restatement on November 8, 2001. Arthur Andersen accountants 
David Duncan, Steve Goddard, and others were present to report to the Audit Committee about 
the status of their review of certain of the transactions, including Chewco, LJM Swap Sub, and a 
$1 billion decrease in shareholders’ equity. Ms. Temple’s meeting notes make clear that the 
Audit Committee members had relied on the assurances they had consistently received from 
Arthur Andersen about Enron’s accounting practices. This evidence, like the testimony of David 
Duncan, was available to the PSI before the Report was issued. 

These notes show that the committee members were surprised and upset that Arthur 
Andersen was no longer standing by the advice the accounting firm had given Enron. With 
regard to the Chewco issue, one committee member asked, “who w[itheld] facts. Did Fastow 
know?” Director Wendy Gramm commented, “We have to tell the SEC.” Mr. Causey, Enron’s 
chief accounting officer, stated that Arthur Andersen had “changed [its] acc[ounting] guidance” 
and said he would “let AA explain.” Mr. Causey stated that the accounting issues surrounding 
LJM swap sub were “known to AA @ time” and now Arthur Andersen’s Professional Services 
Group “say not comfortable.” 

Ms. Temple also recorded that Audit Committee chair Dr. Jaedicke and Directors Pereira 
and Gramm were “all fiaistrated - how can [they] continue to rely on us [Arthur Andersen] - 
[they were] constantly told we [Arthur Andersen] have strong technical people.” The Audit 
Committee members asked Arthur Andersen whether they were “applying new rules to old 
trans[actions],’‘ and were told, “No.” Mr. Lay asked “when will [Enron] know we [Arthur 
Andersen] have consulted w[ith] Chi[cag]o & NY & when can [Enron] rely on advice or not.” 
Mr. Lay also commented on the issue of the restatement of the $1.2 billion in equity, stating that 
“[i]fwe had done this right in IQ [2001], [we] wouldn’t be here today.” 
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III. THE BOARD’S APPROVAL OF CERTAIN RELATED-PARTY 
TRANSACTIONS WAS APPROPRIATE AND IN THE BEST 
INTERESTS OF ENRON AND ITS SHAREHOLDERS 

The Report does not raise - nor, for that matter, has anyone, including the Powers Report, 
raised - any suggestion that Enron’s Directors did not act in good faith when they approved 
certain related-party transactions. None of the Directors had any personal interest in these 
transactions, their interests were aligned with those ofEnron’s shareholders, and all of them were 
people of eonscience, possessed of significant business expertise and financial knowledge. 

Nearly one-third of the Report, however, is devoted to a critique of the Board’s decision 
to authorize the creation of the LJM partnerships. The Directors do not agree that these 
criticisms are valid given what the Directors knew at the time the authorizing resolutions were 
adopted. Based upon the information made available to the Board at the time it approved the 
first LJM transaction, and based upon the representations made to them again m connection with 
the subsequent authorization of LJM2 and three of the Raptor structures, the Directors believed 
these transactions made sense for Enron and were in the best interests of the Company’s 
shareholders. The reasons for this belief have been the subject of testimony by Mr. Winokur and 
Dr. Jaedicke in two Congressional hearings. (See February 7, 2002 Subcommittee on Oversight 
and Investigations of the House Committee on Energy and Commerce Hearing T ranscript; May 
7, 2002 PSI Hearing Transcript;) 

http://energvconunerce.house.gov/107/hearings;'02072002Hearing 48S/hearing.htm (written 
statements of Jaedicke and Winokur from Febraary 7, 2002 House heanng); 
httD://www.senate.gov/~gov affairs/050702witness.htm (written statements of Blake, Duncan 
Jaedicke, LeMaistre, and Winokur). In addition, there are seven separate witness statements 
explaining the reasons for the Board’s decisions, the factors upon which they relied and the 
disclosures that were and were not made to the Board concerning these transactions. (Id.). 

The Report asserts that the Board’s oversight of its internal controls was inadequate. The 
following facts refute this allegation: 

• The specific controls that the Board implemented with regard to the related-party 
transactions were internal controls that fell within the scope of Andersen’s 
internal control audit. At the May, 2000 Audit Committee meeting, David 
Duncan informed the committee that “structured transactions related to 
securitization and syndication and hedging vehicles” were among the areas on 
which Arthur Andersen would be spending additional time. (May 1, 2000 Audit 
Committee meeting minutes at 1-2). Each year the Board sought, and obtained, 
assurance from Andersen that there were no material weaknesses in these internal 
controls. (See e.g. February 12, 2001 Audit Committee Minutes at 1 -2) Both the 
Audit Committee and the Board were entitled to rely on this opinion, 

• T he Board was assured by Enron’s Chief Accounting 0,fficer that the specific 
transaction approval processes and controls implemented for these transactions 
were “working effectively.” (February 12, 2001 Finance Committee meeting 
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minutes at 5). The Audit Committee and the Board were entitled to rely on this 
representation from management. 

• At the October, 2000 Finance Committee meeting, in the presence of Messrs. 
Skilling, Lay, Causey, and Buy, Mr. Fastow told the Committee that the following 
mechanisms “had been put in place” relative to LJM: (1) [Mr. Fastow’s] 
fiduciary responsibilities to the Company remained in effect; (2) the Office of the 
Chairman or the Board could ask him to resign from the LJM funds at any time; 
(3) Messrs. Buy, Causey, and Skilling approve all transactions between the 

’ Company and the LJM funds; (4) there was to be an annual Audit and 
Compliance Committee review of the Company’s transactions with the LJM 
funds; (5) a review of his economic interest in the Company and the LJM funds 
was to be presented to Mr. Skilling; and (6) there was no obligation for the 
Company to transact with LJM funds. (October 6, 2000 Finance Committee 
meeting minutes at 2), 

• In addition, the legal department was “responsible for maintaining audit 
trails/files on all transactions.” (Id., attached LJM presentation slide). 

Independent of and in addition to these assurances, there were pre-existing transaction 
controls that, had they been followed, would have required company management and Arthur 
Andersen to prevent (or at least disclose to the Board) the existence of problematic related-party 
transactions 


• The transaction approval process required Board approval for any transaction with 
a monetary amount greater than $75 million. The Raptor III transaction, which 
apparently far exceeded this threshold, was not presented to the Board for 
approval. The Raptor recapitalization in the first quarter of 2001, which we now 
know exceeded $800 million in value, also should have been, but was not, 
presented to the Board for approval. This transaction approval process was an 
internal control known to Andersen and company management. 

• Enron’s Risk Assessment and Control Group was required, at each Finance 
Committee meeting, to report to the Finance Committee the Top 25 Credit 
Exposures to Enron Although the Raptor entities presented at least an $800 
million credit exposure to Enron by the first quarter of 200 1 , neither they nor the 
LJM partnerships appeared on the list of Top 25 Credit Exposures. 

• The Report notes that there were to be annual reviews of the LJM transactions 
with the Audit Committee. Those reviews were conducted, but the information 
provided was incomplete in matenal respects. For example, the listing of 
transactions completed with LJM that was provided in February 2000 was 
incomplete. It concealed from the Directors the existence, for example, of any of 
the “buyback” transactions so heavily criticized in the Powers Report. 
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• Enron’s Code of Conduct required the disclosure of any related party or self- 
dealing transaction. Each employee had to complete a questionnaire disclosing 
his interests, if any, in a compliance process that was audited on an annual basis 
by Vinson & Elkins. Neither Vinson & Elkins nor any Enron employees 
disclosed to the Directors that employees other than Mr. Fastow (such as Messrs. 
Kopper and Glisan) were investors in the LJM related-party transactions. Nor did 
Vinson & Elkins, Mr. Fastow or Mr. Kopper disclose to the Board that Mr. 

Kopper was an investor in the Chewco transaction. 

• Enron’s Code of Conduct required that any related-party transaction be fair to 
Enron. In the presence of Messrs. Lay, Skilling, Causey and Buy, senior 
management of Enron, specifically Messrs. Buy and Causey, were charged with 
the responsibility to review the fairness of the LJM transactions. (October 6, 

2000 Audit Committee meeting minutes at 5). Messrs. Buy and Causey were co- 
equals with Mr. Fastow and reported directly to the Board about the LJM 
transactions. They also reported to Mr. Skilling, who, by virtue of his position, 
was to have monitored them. Mr. Fastow said that Mr. Skilling was doing so. 
(M). These officers had ample opportunity to express concerns to the Directors if 
the LJM transactions were unfair, uneconomic or on terms not at arms’ length - 
and were specifically directed by the Board to do so - but did not. The Directors 
were told that the transactions were conducted at arms-length and that the controls 
were working. 

Had these and the other controls been followed, the transactions that were unfair to Enron 
may have been avoided. It is reasonably certain that proper implementation of these controls 
would have prevented the closing of two transactions whose improper accounting later had 
catastrophic consequences for Enron; namely, the Raptor restructuring (whose $800 million size 
required, but was not presented for. Board approval) and the Chewco transaction (whose related- 
party involvement also required, at a minimum, approval by the CEO and adequate disclosure to 
the public but which was presented to the Executive Committee as “unaffiliated.”). It is also 
likely that the Directors would have been made aware of excessive compensation from the LJM 
partnership sooner. 

For the reasons stated in our prior testimony and statements, and those set out here, we 
must therefore respectfully disagree with the Report’s conclusion that the approval of certain 
related-party transactions reflects a fiduciary failure on the part of the Directors. 


- 22 - 



740 


IV. THE BOARD’S APPROVAL OF OFF-BALANCE SHEET 

FINANCING TRANSACTIONS WAS APPROPRIATE AND 
FULLY DISCLOSED 

If there is a prevailing refrain in the Report, it is that Enron engaged in “Extensive 
Undisclosed Off-the-Books Activity.” (See Report at 3, 39-51). The term “off the 
books” appears intended to connote some form of secret or possibly illegal set of 
transactions that were concealed from investors. Many transactions cited by the Report, 
however, were disclosed in Enron’s public filings in disclosures largely ignored in the 
Report. We discuss each of the transactions in more detail, below. 

A. Whitewing 

The PSI describes Whitewing as an “off the books vehicle” with which Enron had 
“extensive off the books dealings.” (Report at 39, 41). 

The Whitewing transactions were disclosed in detail in Enron’s public financial 
statements. These are “the books” — to use the Report’s term - that were provided to 
public shareholders for their review and information through filings with the SEC. 
Included in these public financial statements were notes explaining particular categories 
of financial information. These notes formed an “integral part of these consolidated 
financial statements” (see, e.g.. Annual Report for 2000 at 31), and should therefore have 
been considered by anyone who wanted to understand Enron’s financial condition or its 
transactions with Wbitewing. LJM or any other deconsolidated entity. 

Note 9 to Enron’s financials, for example, disclosed that “in 2000 and 1999, 

Enron sold approximately $632 million and $192 million, respectively, of merchant 
investments and other assets to Whitewing. Enron recognized no gains or losses in 
connection with these transactions.” (Id.). Notes 3 and 10 provide additional disclosures 
about the Whitewing partnership. Included in these disclosures is a discussion of the fact 
that Enron had agreed to contribute a limited amount of Enron equity to the Whitewing 
partnership if the price of Enron stock fell below $48.55 per share. (Id.) The Whitewing 
transactions were “on the books” Enron filed with the SEC, and were disclosed to the 
public. 


The Report seems to imply that because Whitewing was deconsolidated it was not 
disclosed. The above discussion makes clear that the opposite is true. Whitewing, which 
had significant outside investors, was disclosed “on the books” of Enron. The details of 
this partnership were made available to investors, year after year, in Enron’s public 
filings. The suggestion that this partnership was “off the books” or that it was somehow 
“undisclosed” is unfounded. 
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B. LJM 

The Report next turns to a discussion of the LJM Partnerships which, like 
Whitewing, were disclosed in Enron’s public filings. {See, e.g., Enron 2000 Form lOK at 
Note 16, Related-party transaction(s)). The LJM partnerships have been discussed above, 
so we will limit our comments to the assertion that Enron’s disclosures concerning the 
LJM transactions were not adequate. 

In any assessment of the adequacy of Enron’s disclosures, it is important to recall 
that the notes are an integral part of the company’s consolidated financial statements. 

The notes were audited by Arthur Andersen, which had an obligation to make sure that 
they contributed to a fair presentation of Enron’s financial condition taken as a whole. 

{See Duncan Andersen Trial Testimony at 1739). David Duncan has confirmed, under 
oath, that Andersen actually audited Enron’s related party disclosures and believed they 
were “adequate.” {Id.) That testimony is fully consistent with Andersen’s assurance, in 
Enron’s Forms lOK for 1999 and 2000, that Enron’s financial statements (including the 
footnotes) fairly presented Enron’s financial condition in all material respects. 

Furthermore, Vinson & Elkins was extensively involved in drafting Enron’s proxy 
statements, which also disclosed these transactions. 

In addition to Arthur Andersen’s representations that Enron’s financial statements 
were accurate and presented fairly, Enron’s Audit Committee was also regularly assured 
that there were no material weaknesses in its internal controls, and that Enron’s internal 
controls were adequate to provide reasonable assurance as to the reliability of Enron’s 
financial statements and the protection of its assets. (Compare Audit Committee Minutes 
of February 7, 2001 with Enron Annual Report for 2000 at 30). When they reviewed the 
LJM Related Party disclosures in the 1999 and 2000 Form lOKs, no independent Board 
member perceived it to be inconsistent with the transactions they had authorized. 

Everything the Directors knew about Enron’s Related Party disclosures, which were 
written by others, reviewed by Vinson & Elkins, and audited by Arthur Andersen, led 
them to believe that the disclosures were adequate and were correct. 

Directors have a clear right to rely on an auditor’s assurance that a company’s 
financial statements are correct. See 2001 Or. Rev. Stat. 60.357(2); 15 U.S C. § 77k 
Even today, the Andersen partner in charge of the Enron audit maintains that Enron’s 
Related Party disclosures were adequate. {See Duncan Andersen Trial Testimony, 
supra.) The Report’s suggestion that the Directors were not entitled to rely on these 
important assurances, or were responsible to “verify the information provided” to them 
by Andersen, (Report at 14), turns the law on its head and would cast directors in a role 
they have never had, namely, as auditors of the auditors. 

C. The Directors Instituted Adequate Controls to Monitor Mr. 

Fastow’s LJM-Related Compensation 

The Report alleges that the Board inadequately monitored Mr. Fastow’s LJM 
compensation. (Report at 35). This contention reflects a disregard of the record on this issue. 
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By virtue of his position, Mr. Skilling was generally responsible for overseeing Mr. 
Fastow’s activities. In addition, the Board specifically placed upon Mr. Skilling the 
responsibility to oversee Mr. Fastow’s LJM compensation. At the October 6, 2000 Finance 
Committee meeting, Mr. Fastow told the committee, in the presence of Messrs. Skilling, Causey, 
Buy and Lay, that, among the other UM controls, he understood that “a review of his economic 
interest in the Company and the LJM funds was to be presented to Mr. Skilling.” (October 6, 
2000 Finance Committee meeting minutes at 2). Mr. Fastow also told the committee that he 
understood his fiduciary responsibilities to the Company, and that Messrs. Buy, Causey, and 
Skilling were to approve all transactions between the Company and the LJM funds. {Id.) Mr. 
Skilling thus bore the chief responsibility to monitor Mr. Fastow’s LJM compensation, and he, 
along with Messrs. Causey and Buy, were responsible for implementing the Board-prescribed 
controls that, if executed properly, would have revealed that Mr. Fastow’s return from the LJM 
partnership was excessive. Mr. Skilling testified that he met with Mr. Fastow and reviewed his 
LJM compensation. {See February 7, 2002 Oversight and Investigations Subcommittee of the 
House Committee on Energy and Commerce Hearing Transcript at 143-44). Mr. Skilling did not 
present the results of this review to the Directors. 

The transactions involving LJMl were approved on the express understanding that Mr. 
Fastow would have “no direct pecuniary interest, either current or future, in the Enron stock” to 
be held in the LJMl partnerships. {See June 28, 1999 Board meeting minutes and presentation). 
This was represented to the Board, and the Board was entitled to rely on it. The FBI 
investigation in connection with the National Westminster Bank matter reflects that Mr. Fastow 
apparently subverted this UMl control in an effort to increase his personal gain from LJMl. 

{See Affidavit of C. Deanne Simpson, filed in support of criminal complaint against Messrs. 
Mulgrew, Darby and Bermingham, the Southern District of Texas). 

In addition, Mr. Fastow told the Board the formula for his compensation from the UM 
partnerships. {See, e.g., June 28, 1999 and October 1 1, 1999 minutes presentation). That 
formula depended, in part, upon the performance of the underlying assets that would 
subsequently be held in the LJM partnerships; its precise amount could not be determined at the 
time the transactions were approved. The Board was subsequently advised that the rate of return 
being generated by LJM2 was 17.95%. {See May 1, 2000 Finance Committee meeting minutes). 
This relatively modest rate of return was consistent with Mr. Fastow’s representation to the 
Board that he was spending only three hours per week on the UM partnerships and did not 
suggest excessive compensation. Id. Nothing in the reports presented to the Board about the 
LJM Partnerships gave them reason to doubt the veracity of these representations about Mr. 
Fastow’s compensation or how he would earn it. 

Rather than consider this extensive evidence of controls put in place by the Board, the 
PSI Report instead focuses upon Mr. Winokur’s recommendation that, in addition to the above 
controls, the Compensation Committee review Mr. Fastow’s LJM compensation. {Id. at 3; 
Report, p. 36). Assuming that Mr. Fastow’s LJM compensation would be contained in the 
scheduled quarterly or annual reports to the Audit or Finance Committees, Dr. LeMaistre 
testified that he made attempts to get this information after the first and second quarters of 200 1 
from Enron’s senior compensation officer. (May 7, 2002 PSI Hearing Transcript at 168-71). Dr. 
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LeMaistre was told that the Compensation Committee staff had not received this information. 
(Id.). On October 19, 2001, following a Wall Street Journal article concerning Mr. Fastow’s 
LJM compensation, the Board authorized Dr. LeMaistre and Mr. Duncan to contact directly Mr. 
Fastow to obtain this information. 

The Directors instituted controls to limit and monitor Mr. Fastow’s compensation from 
LJM. They also made reasonable efforts to obtain information about Mr. Fastow’s LJM 
earnings. Despite these efforts, the amounts of money being generated by the LJM partnership 
and upon which Mr. Fastow’s compensation were based were repeatedly misrepresented to the 
Board. It is unfair, in the face of this extensive record, to suggest that the Directors could 
somehow have discovered the sums of money Mr. Fastow generated for himself from 
transactions he did not fully disclose to the Directors. 

V. THE BOARD PROPERLY RELIED UPON OUTSIDE EXPERTS 
TO DETERMINE EXECUTIVE COMPENSATION 

The Report complains that Enron’s Board “approved [executive compensation 
plans] with little debate or restraint.” (See Report at 53). To the contrary, the Enron 
Board Compensation Committee worked with management and outside consultants to 
design compensation packages that would attract and retain the company’s most valuable 
asset, its employees. 

Enron’s compensation philosophy, its compensation plans and the compensation 
paid to Enron’s top executives were regularly disclosed to existing and prospective 
shareholders in Enron’s Annual Proxy Statements. Each proxy statement devoted more 
than a dozen pages to the issue of executive compensation, revealing to the im'estor the 
matters that the Report criticized as undisclosed. (See May 4, 1999 Proxy at 14-29; 

March 28, 2000 Proxy at 14-29; and, March 27, 2001 Proxy at 14-29). Enron’s annual 
and long term incentive programs are described in detail. (Id. at 15-16). Bonus awards 
for top executives were likewise disclosed. (Id.). The grants of significant stock options 
were explained in detail. (Id. at 22-24). Even the involvement of the executive 
compensation consulting firm, 1 owers Perrin, and the fact that the Compensation 
Committee relied regularly on its advice in setting compensation targets was fully 
disclosed to investors: 

Each year, Enron conducts an executive compensation study covering 
executives in the top corporate and business unit positions. The Committee 
utilizes the services of Towers Perrin, a consulting firm experienced in executive 
compensation, to conduct the study. Compensation studies evaluate total direct 
compensation which is defined as base salary, plus most recent actual annual 
incentive earned, plus the estimated annualized present value of long-term 
incentive grants. 

(See id. at 15). 

The fact that Enron rewarded high performance was also disclosed: 
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Approximately 75% of the total compensation of Emon’s most senior 
executives is at risk, based strictly upon the performance of Enron relative to 
stated recurring after-tax net income targets, stock price performance and total 
shareholder return which impacts grants of performance units. . .Executives have 
the opportunity to earn at the 75* percentile or higher level, subject to obtaining 
performance at the 75* percentile or hi^er. Higher achievement provides higher 
value, while lesser performance decreases total compensation. In order to assure 
that an executive’s compensation is tied to performance, more dollars of total 
compensation are placed at risk, tied to Enron absolute performance and 
performance relative to the S & P 500 group of companies. 

{Id. at 15-16). 

No amount of consultation and deliberation can ensure that no abuse will occur, 
as is illustrated by Mr. Lay’s improper use of his line of credit. The facts concerning Mr. 

Lay’s conduct are still emerging, but this much is clear. Without disclosing it to the 
Directors, Mr. Lay repeatedly accessed his line of credit with Enron, withdrew cash from 
the company, and repaid his borrowings with stock. He sometimes did this within a 
single day, so quickly that no interest charges were incurred. This was not disclosed to 
the Directors, and the Directors never condoned such actions. 

Mr. Lay's loan withdrawals were an abuse of his line of credit. His withdrawals 
were not disclosed to the Directors as they should have been. Had they been disclosed to 
the Directors, Mr. Lay’s repayments with stock would not have been permitted. The 
Directors’ dismay and “outrage” concerning these events from their testimony at the PSI 
hearing. (May 7, 2002 PSI Hearing Transcript at 221). 

VI. THE EVIDENCE ESTABLISHES THE ENRON BOARD WAS 
INDEPENDENT 

The Blue Ribbon Committee set forth the several recommendations on audit 
independence. It advised that the NYSE and the NASD adopt the following definition of 
independence for purposes of service on the audit committee of the board of a company with a 
market capitalization above $200 million: “Members of the audit committee shall be considered 
independent if they have no relationship to the corporation that may interfere with the exercise of 
their independence from management and the corporation.” In addition, it recommended that 
audit committees be comprised solely of independent directors. 

The Enron Audit Committee met the Blue Ribbon Committee’s recommendations. Its 
charter stated that the Committee shall be comprised of three or more directors who, in the 
opinion of the board of directors, have no relationship to the company that may interfere with the 
exercise of independent judgment as a committee member. The Enron Board deemed all 
members of the Audit Committee independent The Board made a specific finding of 
independence relative to Lord Wakeham, who, as explained below, received a retainer for 
providing advice on international energy deregulation. 
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The Report contends that the Board’s independence as a whole was “compromised by 
financial ties between the company and certain Board members.” This claim is unfounded. The 
financial ties the Report cites were de minimus. 

The “ties” did not, as a legal or a factual matter, compromise the independence of the 
entire Board or that of any individual Director. The suggestion, for example, that Mr. Winokur 
was not independent because he also served on the Board of another public company that 
obtained an average of one-half of 1 % of its annual revenues from sales of oilfield service 
equipment products to an Enron subsidiary on an arms-length basis is specious. The fees paid to 
Lord Wakeham, who was retained to consult with Enron concerning international energy 
deregulation was disclosed and not sufficient (legally or factually) to compromise his 
independence. Finally, while Mr. Belfer sat on the Board of another public company, Belco Oil 
& Gas, which engaged in hedging transactions with Enron, those transactions were disclosed, 
and the hedging transactions were done on a competitive basis. 

The Report also suggests that the independence of three other directors, Drs. LeMaistre, 
Mendelsohn and Gramm, was compromised by Enron’s charitable contributions to institutions 
with which they are associated. This contention is inaccurate. Dr. LeMaistre is the immediate 
past President of the M.D. Andersen Cancer Center. Enron pledged $1.5 million to the Center’s 
capital campaign that took place during Dr. LeMaistre’s tenure as President of the Center. 
Enron’s contributions comprised less than 1% of the total contributions raised from the public 
(individuals, corporations, and foundations) and from the Center’s staff Dr. LeMaistre did not 
solicit contributions from Enron. 

Dr. Mendelsohn succeeded Dr. LeMaistre as President of the Center in 1996. Dr. 
Mendelsohn became an Enron director on May 1, 1999. From that date through December 31, 
2001, Enron gave $92,508 to the Center. The Lays, either directly or through their family 
foundation, gave a total of $1 14,500. The total amount of money raised from private 
philanthropy during that period was $233,624,148. The combined amount of these Enron- and 
Lay-related contributions comprise less than 0.1% of the private philanthropy the Center raised 
during that time period. 

Since 1998, Dr, Gramm has been an employee of the Mercatus Center at George Mason 
University. Enron had been a contributor to the Mercatus Center since 1996, long before Dr. 
Gramm joined it. From 1996 to 2001, total contributions from Enron and the Lay Foundation to 
the Mercatus Center were $60,000. This amount averages $10,000 per year and is less than one- 
third of 1% of the Center’s budget. 

Although Enron’s charitable contributions were certainly appreciated by their recipients, 
they were financially insignificant to the organizations to which they were donated. The 
contributions were not so large as to call into question these directors’ independence. 

The PSl Report contends that the compensation paid to the Directors was “more than 
twice the national average for Board compensation at a U.S, publicly traded corporation,” 
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suggesting that this was excessive and may have comprised the Directors’ independence. 

(Report at 1 1). There is no support for this claim. 

Enron’s Proxy Statement disclosed every year the total directors’ fees paid to each 
director. The Report does not suggest these disclosures were inaccurate. At the time of its 
collapse, Enron was one of the largest companies in the country. Given that there as many as 
1 5,000 publicly traded companies, statistics about director compensation at thousands of 
companies, all but six of which were smaller than Enron in size and complexity, axe not 
particularly informative. 

Contemporaneous evidence also establishes that the Directors’ compensation was not 
excessive. In 2000, for example, Enron commissioned an independent study from Towers Perrin 
to determine whether its director compensation was appropriate. The study revealed that, while 
Enron was in the 75”' percentile in terms of size, and outperformed comparable companies in 
temis of financial performance, total cash and stock-based compensation to Enron’s directors 
was slightly below the TS* percentile. (See Compensation Committee Minutes of May 1, 2000; 
see also April 20, 2000 Report of Towers Perrin) 

Given that there was clear evidence of the amount actually paid to Enron’s directors, and 
its significance relative to comparable companies, the PSI’s conclusion that Enron’s directors 
were compensated excessively does not bear close scrutiny. 

Finally, since it is the actions of the Board as a whole that must be considered here, it is 
important to note that the Delaware Supreme Court has made clear that tlic Board’s business 
judgment is protected unless “actual self interest is present and affects a majority of Directors 
approving a transaction. , . Paramount Communications, Inc. v. QVC Network, Inc., 63? A.2d 
34, 42 n,9 (Del 1993). There is no valid suggestion that any outside Board member’s 
independence was compromised in this case, and certainly no suggestion that the Board as a 
whole was not independent. The proper inquiry, therefore, remains whether the Board properly 
informed itself and acted in good faith. 

The Report also asserts that Enron’s outside auditors, Arthur Andersen, were not 
independent and suggests that this is another failure by the Board to ensure independence, (See 
Report at 50-51). We review here, therefore, the steps taken by the Board to ensure Andersen 
was independent. 

Auditor independence was originally a function of rules established by the American 
Institute of Certified Public Accounts. The AICP.A and the SEC decided to form a new 
“Independence Standards Board” to further independence issues. In 1 998, the Blue Ribbon 
Committee of the New York Stock Exchange and the NASD also promulgated a series of 
independence guidelines. Finally, there were a series of Best Practices laid out tor audit 
committees - including requirements of financial literacy, accounting expertise and qualitative 
(as well as quantitative) discussions of company financial matters - that were adhered to by 
Enron’s Audit Committee, 
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On an annual basis, Andersen and Enron’s Audit Committee - both independently and 
jointly - tested Andersen’s independence and the performance of the Audit Committee against 
these standards. The records of these detailed reviews are reflected in Audit Committee minutes 
that were made available. These reviews encompassed more than twenty separate observations, 
and included a forthright and searching assessment of Andersen’s audit and non-audit fees. 
Andersen represented to Enron’s Audit Committee that: 

• Andersen’s policies regarding independence were generally more stringent than 
those required by the Securities and Exchange Commission, the AICPA and those 
applied by other accounting firms; 

• Andersen had tested its relationship with Enron against these standards and had 
concluded that its “relationship and scope of practice” are appropriate for a 
company as large and active as Enron; and 

• “We confirm that we are independent accountants with respect to Enron within 
the meaning of the Securities and Exchange Commission and the requirements of 
the Independent Standards Board.” 

(See August 9, 1999 Audit Committee meeting minutes. Slide: “Independence Initiative - 
Observations and Conclusions.”) The Audit Committee reviewed these requirements in detail, 
measured Andersen’s role against them and concurred in Andersen’s judgment that it was 
independent 

Reviews of this type were conducted annually. They were rigorous, thorough and well- 
documented. They also refute the claim that the Board failed to address the issue of Andersen’s 
independence. 

VII. THE DIRECTORS WERE ATTENTIVE TO ENRON’S 
FINANCIAL CONDITION 

The Report makes a series of scatter-shot assertions intended to convey the impression 
that Enron’s Board failed to react to the company’s financial difficulties. The Report takes 
documents out of context and ignores others in a manner that creates a misleading picture 

As a part of its oversight of Enron’s finances, the Board made efforts to keep itself 
informed of potential problems with major assets, major strategic initiatives, and matters 
pertinent to the company’s liquidity. These efforts were appropriate and consistent with the role 
of a corporate director. The Report, however, inexplicably casts these efforts as fiduciary 
failures, apparently because the assets in question were performing poorly or had embedded risk. 
In fairness, that is not how a director’s actions should be analyzed. The question, again, is did 
the Board have in place procedures that would yield this information, and did the Board act on 
that information in good faith? In the words of the Delaware Chancery Court, “to allege that a 
corporation has suffered a loss as a result of a lawful transaction, within the corporation’s 
powers, authorized by a corporate fiduciary acting in a good faith pursuit of corporate purposes, 
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does not state a claim” of fiduciary failure. Gagliardi v. Trifoods Int 7, /«c. , 683 A.2d 1 049, 

1052 (Del. Ch. 1996). 

The Report’s piecemeal review of a handful of documents presented at various committee 
meetings concerning troubled assets or financing risks adds nothing. That these were presented 
and considered by the Board confirms the Board was attentive to the Company’s financial 
condition. As the Report points out, Mr. Winokur requested a report from Enron management 
concerning the stock price risk imbedded in Enron’s financings. {See Report at 48). This stock 
price risk had been disclosed in Enron’s public filings (see, e.g.. Form lOK at note 10, Common 
Stock). Mr. Winokur wanted the Finance Committee to review it in detail. The Finance 
Committee learned that even in a disaster scenario where the assets in the financing structures 
were entirely worthless and Enron’s stock declined by 50%, Enron’s shareholders would face 
only a potential 6% dilution risk. {See April, 2001 Finance Committee meeting presentation). 
The Committee did not believe that risk was excessive. In any event, it cannot fairly be said that 
the Board was inattentive to the dilution risk in Enron’s financings. 

The Report also makes much of documents reflecting that 64% of Enron's international 
assets were performing “below expectations” or were “troubled.” These were reports that the 
Finance Committee had requested be provided on a regular basis. During their staff interviews, 
several Directors explained what the documents meant. First, the vast bulk of those troubled 
assets comprised two large power and pipeline investments in India and Brazil. Enron had made 
extensive disclosures about the difficulties and cost overruns it had encountered in both projects, 
(see, e.g., Enron Form lOQ for First Quarter 2001 at 16), together with significant additional 
disclosures concerning currency devaluation risks, confiscation risks and the risks of project 
delays. It is unfair to suggest that Enron’s Board acted improperly with regard to the oversight 
of these assets when it was attending to the difficulties presented by Enron’s ownership of these 
assets and when those difficulties were disclosed to the investing public. 

Finally, the Report’s suggestions that the Board was inattentive to the implications of Mr. 
Skilling’s resignation, (Report at 12), or to Enron’s declining financial fortunes, (id. at 12-13), 
again ignores the evidence. The minutes of the August 2001 Board and committee meetings 
illustrate that the Board, although concerned about the likely effects of Mr. Skilling’s 
resignation, had no reason to believe that the Company was in fundamental, financial jeopardy, 
Mr. Skilling’s public sworn testimony supports this fact. He stated, “I left Enron on August 14, 
2001 for personal reasons. At the time I left the company, I fervently believed that Enron would 
continue to be successful in the future. I did not believe that the company was in financial peril.” 
(February 7, 2002 Opening Statement of Jeffrey Skilling; see also February 7, 2002 House 
Subcommittee on Oversight and Investigations hearing transcript at 122, 150). 

The slides presented at the August Board meeting reflected that Enron’s net income, for 
the year-to-date and for the second quarter, were ahead of plan, largely as a result of the 
overwhelming success of Enron’s wholesale energy trading business. (See Financial and 
Earnings Report “Net Income” presented at August 13-14, 2001 Board meeting). Diluted 
earnings per share had grown by 32%, cash had increased markedly, and earnings per business 
segment were generally up as well. (Id.) The notable exceptions were in the Broadband sector - 
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which reflected declines that were well known, typical of Enron’s competitors and fully 
disclosed,^ and the issues surrounding Enron’s energy trading in California. (Id.) 

Arthur Andersen reviewed both of these matters with the Audit Committee and discussed 
the adequacy of the company’s reserves for California trading. (See August 13, 2001 Audit 
Committee meeting minutes). Later, in the Board meeting, the Directors were assured that 
Enron was “fully reserved” for its receivables exposure in California and might, in fact, be owed 
refunds from certain customers. (See California Slide in Board Presentation, August 13-14, 2001 
Board Meeting). Finally, and importantly, Enron appeared to be highly liquid. Previous reports 
to the Board had indicated Enron had “overnight liquidity” of $2.7 billion, plus significant 
additional, short-term liquidity. (See e.g. Liquidity Report as of April 1 8, 2001 , presented to 
Finance Committee on April 30, 2001). The Directors had extensive discussions of the 
company’s liquidity during the committee meetings in August 2001, and management gave 
every indication that the Company had sufficient liquidity to protect itself and its shareholders in 
the event of significant reversals of its fortunes. 

It is against this backdrop of solid liquidity, increasing cash, and great success in the 
wholesale business that the Board’s receipt of Mr. Skilling’s resignation must be evaluated. 

Mr. Skilling told the Board that his reasons for resigning were personal and that he believed the 
company had never been in better financial health. The Directors did not simply accept Mr. 
Skilling’s resignation without comment or inquiry. Rather, the Directors questioned Mr. Skilling 
regarding his resignation and the Company’s condition. Mr. Skilling responded that there were 
no undisclosed problems at Enron and that Enron had never been in better financial health 

Throughout this two-day meeting, the Board (as it always did) gave close and careful 
attention to the state of Enron’s financial affairs, the risks the company faced and its ability to 
withstand those risks with liquidity and robust trading controls. Andersen, as well, said nothing 
to the Audit Committee concerning any weakness it perceived in Enron’s internal controls or any 
concerns it might have about the related-party transactions. While Mr. Skilling’s resignation, 
and the attendant disruption, were certainly cause for concern, there is no basis for the Report’s 
suggestion that this resignation should have caused the Board to believe that Enron was not in 
good financial health. In fact, Mr. Lay also assured the Board that Enron was in solid financial 
shape and “our grovrth prospects have never been better.” “Jeffrey Skilling’s Surprising Split 
from Enron,” BusinessWeek Online (8/15/01). 


Vlll. CONCLUSION 

Tragic events occurred at Enron in Fall 2001. In a matter of months, the seventh 
largest company in the country was in bankruptcy. The PSI and others are searching for 
whom to blame. In this report addressing the role of the Directors, the PSI takes isolated 


’’ See, e.g., Enron Form lOQ period ending June 30, 2000 (“Broadband Services recognized a loss before interest, 
minority interests and taxes of $60 million in 2000”): Emon Form iOQ, period ending June 30, 2001 (stating 
Broadband Services recognized a loss before interest, minority interest and taxes of $102 million); id. (“Enron is 
significantly modifying the cost structure of Broadband Services to correspond to slower market development”); id. 
(“Future profitability is dependent on the recovery of the broadband communications sectors.”) 
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facts and unsubstantiated inferences to piece together a claim that the Directors share 
some of the responsibility. 

The conclusion is unfair. These Directors did not benefit from the transactions 
now associated with Enron’s downfall. They acted in good faith, and in what they 
believed, based on the information available to them, was in the best interest of Enron. 

Outside directors can only act on the basis of information provided to them. In 
fundamental .ways, the information these Directors got was incomplete and inaccurate. 
They received that information from a management team they believed at the time was 
among the most competent in the business world and both directly and indirectly from 
outside advisors who the Directors then believed were also at the top of their professions. 
This reliance on these people was appropriate at the time. The Directors should not be 
faulted, on the basis of hindsight, for the decisions they made. 


Respectfully submitted 

W. Neil Eggleston 
Dimitri J. Nionakis 

HOWREY SMON ARNOLD & WHITE, LLP 
1299 Pennsylvania Avenue, N, W. 

Washington, D.C. 20004 
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Institutionalizing 

Good 

Governance: 
Keys to Success 

Rosemarie B. Greco 
Corporate Director 
Wa.xhirigton. D.C. 


An experienced corporate director defines good governance— 
and reveals how Sunoco, Inc., and others have achieved it. 


Wha: is corporate governance? In my view, 
it is the short-hand phrase for describing the 
legal and practical system of power and con. 
trol in the conduct of the business of a corpora- 
tion, most especially the way in which the rela- 
tionships between and among the shareholders, 
the board and its conuiiitlces. the executive offi- 
cers, employees, customers, and other con- 
stituencies are managed. Corporate governance 
is Che fulcrum on which this power and control 
is balanced. 

The “Market Value” 
of Governance 

Corporate governance is increasingly becom- 
ing a critical success criterion for investment by 
large institutional investors and portfolio man- 
agers. Russell Reynolds surveys of 400 institu- 


tional investor participants, represeatiag a min- 
imum of SI billion in assets each, concluded 
that corporate governance is increasingly one 
of the criteria by which CEOs and top manage- 
merjt are judged. 

> 63 percent of the respondents indicated the 
quality of governance practices is very impor- 
tant when nialdng an investment decision. 

• 67 percent indicated they have reduced or 
divested holdings because of poor governance 
practices. 

Many in the investment community argue that 
there is a link between corporate governance . 
corporate performance. While current studies 
have not conclusively proven evidence of this 
link, a McKinsey &. Company investor survey 
found that over 80 percent of survey respondents 
reported that they would pay more for shares of 


The role of the National As.sociatiC)n of Corporate Directors is to enhance the governance and performance of business entities Since irs 
founding m 1977, the NACD has pursued this goal by offering a broad spectruin ofeducaUonal and membership benefits, includine pub- 
licauons, seminars, and consultative services. The NACD Uses all interesicd members on The Director’s Registry, which is used by mem- 
others that seek qualified directors. To educate the corporate community and to provide networking links among 
NACD chapter members, the NACD holds an annual Corporate Governance Conference, where it presenis a Director of the Year Award, 
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a well-govepned company than for those 
of a poorly governed company witfi com- 
parable fiotmciai p^fonnance.* 

As we well know, the lack of corporate 
governance practrcos are of>-en publicly 
cited when a company's petformance 
weakens or fails over a period of time. 
Directors of corporate boards, in these 
instances, are ultimately held account- 
able by shareholders and the press, and 
their faulty corporate governance proce- 
dures are often spotlighted. 

Good corporate governance standards 
are cot often trumpeted, but they should 
be. When a company/aces a crisis, when 
directors and management must focus aU 
their energy on burning issues, investors 
should be assured that well-cstablislied 
and practiced governance guidelines will 
be the ba-sis for representing and pro- 
tecting all constituencies equitably. 

A Global Perspective 

Companies operaiirig in multiple coun- 
tries encounter varied political environ- 
ments, varied corporate structures, var- 
ied laws and regulations, and varied 
social values and traditions. One of the 
many balancing acts of boards of inter- 
national companies is the successful 
implementation of appropriate gover- 
nance practices — pracuces that respect- 
fully acknowledge individual national 
foundations of laws and social mores, 
while being faithful to the rights and 
.inierests of U.S, shareholders. 

Developing countries are being chal- 
lenged to introduce corporate goveanance 
laws and standards. It is believed that 
poor standards of corporate governance 
are one of the main faemrs holding back 
the development of the capital nvarkets 
in those countries. The boards of inter- 
national companies, seeking investors 
from around the world, must define a 
common sustainable measure by which 
their performance, as directors, can be 
judged. They know that investors from 
developing and established countries 
alike are focused on factors such as 
shareholder value, board accountability, 
dmely disclosure, i.e., all aspects of cor- 
porate govemaiu.'c. 

*Noce; For more on this survey, see “Arc 
Investors V/niing :o Pay More for Good Per- 
fotmmeeT' Z)W January 2CK)I, pp. Id-lS. 
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Defining Good 
Corporate Goveraance 

I began by sating Ihe co^rate gov- 
ernance is die balatzcing <rf the power 
and control in die cowiact of the Isjsi- 
nes8 of a cerporadon. So what is “good” 
corporate governance? Good corporate 
governance is a relative term. As human 
nature would dictate, a practice which 
is deemed to be “good” by the share- 
holders may not be deemed to be “good” 
by dse dijEctors. Wlucfiever coQStiliiency 
is afforded more power on the balance 
scale will view that practice as being 
“good ” Also the descriptor “good” is an 
evolutionary term. What is viewed as 
"good” this yew may not be viewed as 
"good” in 2005. 

The Sunoco Experience 

That being said, I would like to focus 
on the corporate governance practices of 
a company where I am a director. That 
company is Sunoco, Inc., a leading man- 
ufacturer and marketer of petroleum and 
petrochemical products. Sunoco is one 
the largest independent refiners and mar- 
keters in the United States. 

Sunoco is an excellent example of a 
company committed to achieving the 
"best" practices in corporate governance 
over time, recognizing that it requhes a 
continually evolving effort. Every year, 
the governance committee of Sunoco’s 
board reviews beochmarking studies, 
survey analysis, and emerging trends, 
and every year Sunoco’s Statemeni on 
Corporate Governance is reviewed and 
approved by the board and published in 
Sunoco’s proxy statement 

Sunoco has been a leader in adopting 
“best" practices. 

I It voluntarily published the audit 
committee report and charter in iLs 2000 
proxy — one year in advance of the 
required disclosure. 


BOARD POLICY & OPERATIONS 


I It was one of the first companies tb 
publish a “plain English" proxy sfite-’ 
meot. 

I All of ite board msmb&rs (except fts ■ 
die chairman/CEO) meet the iad^en- 
dcnce standards of die various r^ulatOry 
agencies’ rules and the New York Stock 
Exchange. 

• All “key” board committees are com- 
posed entirely of independent directors 
(audit committee, compensation com- 
mittee, governance committee, andpub^ 
lie affeirs committee). 

I Sunoco has annaal director elccdons 
for one-year terms. 

I There is an annual director review of 
the three-year strategic plan at. an 
extended off-siic. 

> The board holds “outside directors 
only” meetings at least once a year. ' 

I There is an annual director review .of- 
managament succession piauemg .and - 
development. 

> Sunoco has a formal process to 
review, evaluate, and approve individual > 
directors, as well es a formal evaluation 
process for the board as a whole. 

> Sunoco has director and management 
stock ownership guidelines. 

I The directors’ compensation package 
is equity based, with over 50 percent paid 
m stock. 

I Sunoco has a new, formalized direc- 
tor orientation program. 

> The board has 13 member^— 12 of 
whom are independent, including three 
women and one African American male, 

Sunoco has been nadotially recognized* 
for outstanding corporate govemaoc^ 
practices. Sunoco was the 1999 recipient 
of the Board Excellence Award apoa- 
sored by the Wharton School of the Uni,; 
versity of Penusylvania and SpencerSm- 
ait. Also, NACD’s 2000 Director of the 
Year was Dr. William F. Pounds, who 
until he retired last year, had been a 





What is corporate governance? Why is it important? 
How can a company achieve it and maintain it? An 
experienced director answers these vital questions, 
drawing on the example of Sunoco, Inc. I 
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Sunoco diccctot- (siccQ 1973), had been 
a jaember of the goYKaance coiniaitffie 
since 1976, ejid had becu Its cbaiiusm 
siase 1391. 

How to Institutiona&e 
the Corporate Governance 
Process; Five Keys 

Since good cotporaie gcy%’crnaiive is 
cctttjaually evolving and not ever irxrked 
in time, and since the bat&Ke of power 
and control can also sluft wife ths sands 
of lime, boards sbonld canstder instlsu- 
doassSzxDg a formal assessnjenc process 
to evaluate coiporate govertjance prac- 
fices for their isher^sjt “goodness" over 
fime. 

nte following formnla is based oc my 
ebservatioas of boards <«tich as 
Sunoco’s) ftathave asAieved gov«mnce 
success thanks to the progressive atti- 
tudes of tfeeic ffiemtsers as reflected in 
their gavenifflscs praedese, 

• Put Curran# prsc^es in writing. The 
f;rs? step ia developing gocjd ccaporais 
goverosnee is fo fcrmalkc in writtng foe 
curreac governance pjacticcs. Tljis exer- 
cise forces a bwud to Hi 4 > its duties and 
responsibilities against how effective 
their poficies, proccduKis. and praetiass 
are for helping them successfully carry 
outfoelr duties ro shareboiders. Ttie mis- 
mapjangs become obmus as do the nec- 
essary changes in board iuirastnjciare 
and operations. 

I PuhUsh corpomte govsntence pro- 
cedures. Sunoco and many other oatpo- 
radons publish foeir governance guide- 
lines md principles in ihdr proxy smee- 
ments aad post them on website.s. These 
are highly ^eettva conffinonicatioix v©M- 
cles, wMch shareiolderx and investee 
^ja«;ciate. 

> Charge a cammittee vkh gov&^ 
naxee tasks. The bosed of dimetors of a 
corporatloii sIkjuM formally "charge" a 
board committee (i^ually foe "go^'er- 
nance committee”) with spediic gover- 
nance responsibilities; 

• to keep up-to-date <»i emeiging gov- 

• taidsmthy(aijdiecKmtm®n.d.foradotJ- 
tioo) the best pau&es in foe gavurmnee 
area, and 


9 to periodiesliy benchraark current 
practiegs tofoosc practices of other com- 
panies, £fod to those practices rscom- 
mended by large institutionai investors 
and professional otgaalzstions such as 
NACD, as welt as foe Amencan Society 
of Corporst© Secretaries, Business 
Soutidffiile, Instittnional Shareholder 
Services, «ad Investor Responsibility 
ResearehCemef- 

Tliis commitfoa k; then accomtable to 
the full board for imfstiving overall 
bcari sffccHvcness- 

P Charge the corparaie secretary to 
help strengdien coiyomfe g&f&ttsHee. 
The corporate secretary should be 
charged wiu! foe responsibiilty of keep- 
ing the govwiance comraitKte folly 
aware of governance trends and best 
practices and shoald he directly accoant- 
able to the governaaca commitiee fcff this 
criiic-3l job &Bction. Tlss secretary 
Should be a law^r who can dedicate foe 
significant resoutces of time- snd energy 
neccssajy to fous task. The crspcaafE sec- 
relajy should carry am officer level .of 
accountabib'ty and laflueiKre. A title such 
as vies president of corporate governance- 
woaW further demonstrate foe corpora- 
tion’s comniittnent. 

I Strengthen ike chain of h\flumce. 
While foe four pr^icesdasertbed above 
are basic and <^viou8, tlte most critical 
success factor for good corpoms gov- 
ernance is foe chak of influence, from 
foe CSO 10 foa board. 

Good govemace reqal'es CK>5 who 
are net afrai.d of bringing suggwted gov- 
crnaiKs changes to the attention of the 
board, who do not insert themselves in 
to foe pracea in a negative way, who are 
conSt^t with foemselves, and who are 
wilHag, ia soma cases, to give up their 
owa percsiwtidzscceticnary “pow^’ In 
order to bring about foe "next level” of 
best practices is the area of corporate 
governance. Par example, good gover- 
nance may begin wjfo a CEO who as 
willing to give up a posMoa as a mem- 
ber of a board ccaiuaincs is order for 
that cojnmitree to consist entirely of 
independent directors. 

‘The gOYcmaace coxamitccc and foe 
entire bosid of foiectors most be serious 
about lijs issue of corporate governance. 
They fully support the concept; it 


is not eowngh for the process fo h& in. 
place if the process has no aubstaace.. 
Good govemaacs caa happen; 

9 OHly wto a board is opea atdrece^ 
five fo the sapportiftg st^' aRti'4df 
research 

»ooly when a board i& wlHmi, to 
review emerging trends, and " • " 

* ottly when a boafo undsssaands.ijcw 
ejT5S-ging trends may affect fafo^jela- 
tlons wifo foelr institutional invesfors and 
Dther sharehoickrs will rhe process af 
coiporafagoven^stee haste sifosteswe^and ; 
sustdBabllity. 

Ail foeste are keys fo Mprng a company 
achieve a leadership positioa la corpo- 
rate govonance. 

Final ReOections 

Good corporate governance js « fluid 
and constantly evolving procesa. Qass- 
psnies mastcQBfiRually rsvi^ 
amance procedures to ensure foe.coa- 
p^y'sphiJos^hyjsacaiatelyfoSa^ •. 
and currant. 

Racogniziag foat responsibility arai - 
accountability to sbarehold&rs tpttsi; be. 
the foundation in all bcai'drtK3ra5,'itfd“ 
lows that CDffimoa sense ajai fatm^s wiE . 
sDCouritge dusters of irttiMnatipralKimd 
really all) companiss to view good 'dor- 
governance as aa essential' vcM- 
ckiaftelpit^tomeetfoedialleaigesEnd • 
effectively compete in global environ-' 
meets. ' '• 

Good corporate gevsaiiance caa be_, 
described in jaapy ways. It is foa foan- , 
dation of every' succte^^ful corporation, ft , 
is the folcitim for balancing power^ar^' 
control It is foe commern bond for nssa- 
surisg a company’s cojnmirsnem fo its 
shareholders. Eis foewavefoat wj^cajiy 
a company successfully fors«3rd &4®- 
global m^ecs of foe 21.st centi^rf 

Rosemarie B. Greco is the principal of 
ORBCOventures. She was previously 
president ofCareStaies Firi£tncicil€arp,t 
md president, CEO, and a director of 
CoreStates Bank. Ms. Grsca is c direc- 
lor of Sunoco, Inc., Exelon Carp., Penn- 
syhfania Real Estate Investment JVsisr, 
and Radian, Croup, Inc. ©2002 Rose- 
marie Greco. 
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